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Aging and Retirement: A Survey of the Sociological Literature 


Any consideration of pension issues must be set within the broader 
context of retirement. Retirement is a social phenomenon and not simply 
a function of aging. This paper surveys the literature on retirement, 
concentrating upon understanding aging and the social implications of 
aging. It deals with preferences for early or late retirement, evalua- 
tion of retirement, preparation for it, and adjustments to it. Most of 
the studies mentioned deal with North American conditions and are used 
here mainly as illustrations of the breadth and diversity of opinions in 
the literature rather than as a selection aimed at proving a specific 
theory. While American studies are more plentiful than Canadian stud- 
ies, their findings are valuable for both countries. 


THEORIES OF AGING 


Although the literature on aging is vast and has become much more 
extensive in the last twenty years, two main theoretical approaches 
provide an essential understanding of the social aspects of the process: 
the "disengagement theory," developed initially by Elaine Cumming, (1) 
and the “activity theory," advanced by George L. Maddox and Ida H. 
Simpson.(2) According to the disengagement theory, individual disen- 
gagement during the aging process involves a withdrawal from numerous 
commitments to the fulfilment of only a limited number of social roles. 
Disengagement proceeds too at the social level, as society withdraws 
support from these individuals, ceases to expect a commitment from 
them, and forces retirement upon them. Cumming has summarized the three 
elements of the process as follows: 


"1. The life space of an individual decreases with age, in that he 
interacts with a narrower variety of role partners and spends 
a smaller proportion of his time in interaction. 

2. The individual anticipates this change and participates in the 
process. 

3. The individual's preference for interpersonal rewards becomes 
more individualized and less role connected as he gets older, 
and thus his style of interaction changes."(3) 


For example, persons aged 75 or over report fewer interactions with oth- 
ers than those aged 60 to 64. Critics of this theory argue that it is 
bound to hold if age groups compared are widely separated. One implica- 


tion of the theory is that financial obligations and needs will decline 
as disengagement progresses. 


In contrast, the activity theory holds that continued productivity 
and social interaction are essential to human satisfaction and well- 
being. Proponents of this school of thought argue that existing life- 
styles continue into retirement, that there is no sharp discontinuity in 


the aging process, and (when put in its extreme form) see the individual 
"dying with his boots on." Those who hold this theory, however, take 
into account the necessary reduction of activity that results from de- 
creased energy as a result of aging. (4) 


In general the distinctions between these two theories are largely 
a matter of emphasis and to a lesser extent a result of different re- 
search methods. It has been pointed out that the selection and size of 
the sample being examined influence the outcome of each study. 


Most of the findings in this field bear only indirectly on pension 
issues. But they have raised some pertinent questions. For example: 
what is the relationship between the size of pension provided and the 
willingness to retire early? Is the level of income of retired persons 
a factor affecting their willingness to participate or withdraw from 
work-related activities? To what extent does the social status of the 
aged govern attitudes towards continuing work or retiring? These exter- 
nal or social, aspects of aging have a greater influence than personal 
desires on withdrawal or disengagement. Forced retirement or the loss 
of a spouse are events that may also alter the outlook and activity of 
the aged drastically. An increase of morbidity after such traumas is 
well documented in the literature of social gerontology. Events external 
to an individual, such as inadequate old age pensions, or stress associ- 
ated with the loss of friends or relatives appear to encourage disen- 
gagement. These events lead, in the words of one study, to a "general 
shrinking of the social world" or the phenomenon known as disengagement: 


"There appears to be a substantial evidence for our hypothesis that 
disengagement among the aged can be predicted to occur as a concom- 
itant of physical or social stresses which profoundly affect the 
manner in which the life pattern of the person is redirected. Be- 
cause they have ignored the apparently definitive effect of such 
factors on disengagement, Cumming and Henry [the proponents of the 
disengagement theory] were led to the conclusion that advancing age 
was a sufficient explanation of the facts obtained in their study. 
It is not age which produces disengagement in our investigation but 
the impact of physical or social stress which may be expected to 
increase with age. It is tempting to hypothesize that as one en- 
ters into later decades, disengagement is bound to grow, and in- 
deed, it does. The real difficulty lies in the fact that it is the 
correlates of old age, i.e., failing health, loss of peers, death 
of relatives, and the general shrinking of the social world due to 
factors related to aging, that appear to produce the social with- 
drawal known as disengagement."(5) 


While external factors have a great bearing upon the willingness to 
retire, or disengage oneself, the relationship between each individual 
decision and these external constraints is by no means simple or direct. 
People of higher social status who hold attractive and challenging jobs 
tend to continue to work even though they could retire comfortably. 


Although they can afford to retire they choose to remain active.(6) At 
the other extreme, those in unattractive, lower status positions gener- 
ally retire at the earliest opportunity, even when given the choice of 
staying on the job.(7) 


STUDIES OF RETIREMENT 


Man, seen from the perspective of the social sciences, is a crea- 
ture of habit, his behaviour controlled by symbols. Inasmuch as these 
symbols, such as social conventions, customs, norms, and values, change 
or vary from group to group, the size and composition of various groups 
will determine or influence the meaning of various symbols. One of the 
symbols affecting retirement is whether work is defined as desirable or 
necessary. The most influential source of attitudes towards work and 
retirement is the collective experience a cohort of persons acquire 
during their lifetime. Belonging to and participating in the experi- 
ences of a particular generation shapes one's outlook on life. For 
example, the history of post-war baby boom generation is crucial to any 
speculation about its behaviour upon entering retirement. The size of 
this group and the permissiveness in their training at home and at 
school encouraged the cohort members to form primary relations with 
their age peers. Accordingly these relationships proved more influen- 
tial in shaping attitudes than adult authority, a fact that becomes 
clearer when some of the notions of this group are compared with those 
of the preceding generation. 


There is evidence for instance, that present-day youth do not share 
the previous generation's attitudes towards work.(8) This changing per- 
ception of work will, in turn, have far-reaching implications in shaping 
other social attitudes, if this cohort retains its outlook on the world 
and on work for the remainder of its life. Labour force participation 
will be affected by the willingness of workers either to drop out when- 
ever other support funds become available or to alternate periods of 
work with time spent drawing social assistance, perhaps in combination 
with other household members. Such lifestyles have become possible with 
the availability of social services and transfer payments in advanced 
industrial societies. 


Attitudes Towards Retirement 


Most studies of retirement conducted by sociologists deal with the 
way people cope with it, how they prepare for it, and what they expect 
from it. The subjects of these studies, usually survey respondents, are 
mostly middle-aged and nearing retirement or already retired; in other 
words, they share common experiences that influence their attitudes to- 
wards retirement, pensions, and work. In very general terms, it might 
be said of this cohort that work was a normative expectation and also 
that work is for males and housework for females; and that retirement 
represents an abrupt discontinuity with lowered morale unless some valid 


excuses are available such as ill health or forced retirement. Retire- 


ment represents a discontinuity of the self-definition particularly in 
males. 


The consequences of this break with experience have been much stud- 
ied. In a survey of 182 non-institutionalized subjects 60 years and 
over completed in 1963, Maddox showed that contact with the environment 
decreased with age and that this was accompanied by a corresponding low- 
ering of the subjects' morale.(9) In contrast, a 1970 study of resi- 
dents of a retirement community found little change in activity levels 
before and after retirement. Indeed, this group showed a preference for 
leisure rather than work-related activities. The subjects were well 
above the poverty line, had migrated to Arizona from various parts of 
the United States, and were part of the newly emergent, personal expres- 
Sive, consumption-oriented middle class. This latter group may well 
represent the forerunners of future retirees who will be better edu- 
cated, healthier, with more active, wider ranging interests. Recent 
research has suggested that middle-aged urban workers who can afford to 
migrate to isolated resort regions are likely to adjust well to their 
leisure environment. (10) 


Work and careers may no longer be appropriate primary goals of some 
segments of the population, researchers have concluded, even among those 
who were conditioned to believe they were. The question of whether a 
worker's attitude towards his job influences his outlook towards retire- 
ment follows logically from these findings. In answer, a recent study 
of 244 Canadian subjects, both male and female, between 55 and 65, found 
that commitment to an occupation does not preclude a positive anticipa- 
tion of retirement.(1l1) However, men with positive attitudes towards 
their occupations are less likely to want to retire than men holding 
negative views. By comparison, women holding jobs with high rewards, 
challenge, and variety as well as a positive attitude to employment 
indicated they are less likely to want to defer retirement. At the same 
time, older female industrial workers in England, according to a 1973 
survey, are less enthusiastic about approaching retirement than their 
male counterparts.(12) Two studies conducted in the United States have 
confirmed that just prior to retirement women are less favourable to- 
wards it than men.(13) In addition, Schonfield and Hooper studied a 
small sample of women 65 years and older, some of whom were resident in 
nursing homes while some were recipients of the meals-on-wheels ser- 
vices, and others (a control group) lived in the community. Those in the 
dependent status had lower scores on successful aging than those living 
in the community.(14) Of course, the reason for the dependent status of 
some respondents was their inability to take care of themselves, and 
they were at the mercy of the care institutions, with all the attendant 
problems of dependency. 


While ill health often accompanies retirement, and especially early 
retirement, a decline in health and retirement are not causally related 
according to recent studies.(15) A survey of 1,589 American males 65 


years of age or older and representative of the non-institutionalized 
population found that the lower morale of retired men may be explained 
by poorer health, lower income, and more advanced age, but not simply by 
their retirement.(16) Morale during retirement seems to be a function 
of the expectations of retirement. Sometimes the recently retired use 
the "sick role" as a means of resuming social contacts and regaining 
social acceptability on the principle that illness is an accepted role 
in society whereas retirement often lacks a clear definition of expected 
behaviour. (17) 


Two conflicting attitudes - a desire for retirement in general and 
regret. that it is occurring to themselves - lead to certain inconsisten- 
cies in the findings. Respondents look forward to the leisure but not 
the old age that accompanies it. On the whole, financial considerations 
have the most profound impact upon attitudes towards retirement. The 
closer the prospect of retirement, moreover, the less desirable it 
seems. Social status and sex also colour one's view of retirement. But 
in general, people with rewarding employment tend to resist retirement; 
persons with middle occupational status tend to look forward to it; and 
people in lower occupational strata tend to favour it; though they fear 
the financial insecurity it brings. 


LEISURE ACTIVITIES 


The literature contains divergent views on the impact of retirement 
on participation in leisure activities, primarily over the question of 
who joins in and to what extent. Older cohorts, particularly from lower 
socio-economic classes, tended to underutilize the recreation services 
provided by various welfare and community groups. The explanation for 
this lies not simply in financial embarrassment, but also in deeply 
rooted attitudes towards leisure itself acquired during a lifetime of 
hard, routine work. Brought up in a culture that placed less emphasis 
upon formal education, where fifty hours of work a week were the norm 
and vacations were rare, the men could afford neither the time nor the 
money to develop extensive leisure activities during their working 
lives. Women among this cohort had low levels of overall schooling and 
were conditioned to housework and scrimping to provide necessities. Thus 
obligatory (or instrumental) activities, being both well-practised and 
more consistent with cultural values prevailing through much of their 
lives, may be preferred ways of spending time for many older people. (18) 
During their retirement, rather than make use of available recreation 
facilities, men tend to putter around the house and women to continue 
with their household tasks. However, new and growing evidence indicates 
that the relatively younger cohorts approaching and entering retirement 
regard it as an earned privilege, an attitude that frees them to pursue 
leisure activities. 


Willingness to retire or advanced age does not seem to inhibit 
other activities, particularly voting. A 1976 study of Canadian politi- 


cal behaviour found that those over 65 did not show any decline in vot- 
ing participation or any slackening of interest in politics.(19) This 
and other similar studies suggest that "grey power" movements will prob- 
ably proliferate as the older population grows as a proportion of the 
total population. 


CANADIAN STUDIES ON RETIREMENT 


Two major Canadian research projects dealing with retirement - one 
just completed and the second nearing completion - deserve special 
notice. In 1977 the Department of Health and Welfare reported on the 
attitudes towards and experience of a nationwide sample of retired or 
soon to be retired.(20) The Ontario Ministry of Community and Social 
Services launched a survey of a sample of Ontario workers in 1959, a 
unique longitudinal study of the aging process and its effect on health 
and social adjustment that is just now being completed. The study also 
focuses on various aspects of aging and perceptions of retirement. (21) 


In February 1975 the Department of Health and Welfare surveyed 
3,011 respondents aged 55 or older during the ongoing Labour Force 
Survey and received 2,418 usable responses representative of approxi- 
mately 3.6 million civilian workers in ten provinces. Active men 
strongly favoured retirement before 65 (71 per cent) or at least at 65 
(21 per cent), whereas only a minority (9 per cent) desired a retirement 
date beyond their sixty-fifth birthday. Among women still active in the 
labour force 77 per cent preferred retirement at or before age 60. A 
concern for personal health, particularly among men, determined atti- 
tudes towards the timing of retirement. Adequate retirement income was 
also cited as contributing to a desire for early retirement. 


Attitudes towards both early and compulsory retirement are in the 
process of changing towards their more explicit acceptance.(22) The 
data in Table 1, taken from the Health and Welfare study, indicate that 
the preference for earlier retirement is now quite pronounced. Further- 
more, over half the respondents supported the idea of compulsory retire- 
ment, although a strong minority of 30 per cent opposed it. The active 
respondents favoured compulsory retirement slightly more than those al- 
ready retired. Assuming that pension benefits remained the same, 31 per 
cent of the male and 27 per cent of the female retirees would have re- 
tired sooner compared with 55 and 57 per cent, respectively, of those 
still in the labour force. Once again, income and health proved to be 
the key variables governing the timing and willingness to retire. Only 
25 per cent of both active and retired respondents thought their retire- 
ment income adequate. Men appear to be more concerned with financial 
and health problems than women. Men gave health as the most frequent 
reason for early retirement, especially those who had worked in manual 
or lower skilled occupations, categories that are somewhat larger in 
these older cohorts than in the population as a whole. 


Table 1 
Proportion of Respondents Favouring Various Compulsory Retirement Ages 


Men Women 

Age of retirement Active Retired Active Retired 

(Per cent) (Per cent) 
50 or 60 45 59 54 62 
65 29 23 ZT 25 
70 2 8 10 D 
Other B ss 9 ll aay 
Total (a) 100 100 100 100 


a Columns may not add to 100 because of rounding 


Source Health and Welfare Canada, Retirement in Canada: Summary 
Report, Ottawa; "1977, 4p. 14u 


Those approaching retirement or already retired seem least con- 
cerned about housing. About 70 per cent of the men and 63 per cent of 
the women surveyed owned their own homes; only 8 per cent of both sexes 
lived in rooming houses or senior citizen accommodation, although Labour 
Force Survey sampling techniques may under-represent the latter. The 
retired population engaged in about the same kinds of leisure activities 
- visiting friends, exercising, or working at hobbies - as the active 
population, but in later years lighter activities replaced energetic 
ones. 


In summary, the Department of Health and Welfare study concluded 
that health and income considerations, while not the only concerns, were 
the major determinants of retirement. Moreover, health and income also 
seem to be positively related - the higher the income the better the 
health of the worker and vice versa. These findings are necessarily 
based upon the occupational patterns in the past. Since the occupa- 
tional structure has been shifting away from manual, unskilled jobs to- 
wards higher-paid skilled and semi-skilled jobs requiring considerable 
formal education, we might expect a healthier, more financially secure 
retired population in the years ahead. 


Although Ontario's long-term study of aging begun in 1959 termi- 
nated only recently and the final results are not yet available, it has 
produced a number of quite striking preliminary results. Initially the 
Study followed a cohort of 2,000 45-year-old males representative of the 
spectrum of occupations in the province, interviewing them each year to 
observe changes in lifestyle, health, income, employment and leisure 
experiences, and attitudes towards the adequacy of public services for 
middle-aged and older citizens. During the final year 1,100 of the 
Original group were still participating in the survey, the others having 
dropped out by virtue of death, out migration, or loss of interest. (23) 
Investigators first measured the demographic and Occupational character- 
istics of the group and then turned to an examination of its interest in 
leisure and retirement. Preliminary findings confirm earlier reports 


that with increasing incomes and decreasing parental responsibilities 
the respondents became more socially active and devoted more time to 
leisure. (24) 


By the time the men surveyed reached their mid-fifties, their ac- 
tivity patterns seemed to stabilize. However, an increasing proportion 
of those with low incomes reported decreased activity. White collar 
workers stayed in better health, remained more interested in social 
activities, and rated their life satisfaction higher than blue collar 
workers, a result that again echoed conclusions drawn from studies done 
elsewhere. 


The Ontario study also uncovered the polarized attitudes towards 
retirement noted by other researchers. "Those with higher incomes and 
more education look forward to the end of work with interest and hope; 
those with little education and lower incomes think the worker should be 
permitted to continue in employment as long as he can work."(25) A fear 
Of isolation and the loss of a daily routine provoke the greatest appre- 
hension. Some of the anxieties upon approaching retirement stem from a 
belief that retirement income will be insufficient to sustain estab- 
lished social or leisure activities for which disposable income is 
necessary. Plainly, inflation has the retired and soon-to-be retired 
worried. The questionnaire administered during the twentieth and last 
year of the survey probes attitudes towards and experiences of retire- 
ment in detail, but the results will not be known for some time. 


AGING, RETIREMENT, AND PENSIONS 


While the literature on retirement and pensions is not as extensive 
as that on aging, it too has mushroomed during the last decade or so. 
The relationship between aging and retirement is discussed essentially 
in terms of two independent processes in society: aging and the divi- 
sion of labour. The biological process of aging and the progressive 
inability of older people to participate effectively in the labour force 
creates pressure to find ways that they may retire after a certain age. 
This time varies in different societies and circumstances but is usually 
between the ages of 60 and 65.(26) The division of labour, character- 
istic of advanced societies like Canada, means that work and production 
are rationally organized and that traditionally personnel progress up- 
wardly through the ranks. In order that younger people may advance, 
older people must retire either at a fixed age or after a fixed number 
of years of employment. 


Historically, biology and the division of labour were "naturally" 
intertwined, and a person might work as long as he or she was able. 
However, as industrialization proceeded and labour became infinitely 
divided in industrial society, employment concerns assumed overriding 
importance. Retirement then became increasingly significant, despite the 
biological delay in aging; it began to be thought of as the threshold 


between working life and aging. Efforts were made to help workers cope 
with retirement, and both management and labour unions tried to find 
ways to retire the old earlier and to increase the number of years spent 
in retirement. 


Biological aging has, of course, been delayed as healthier people 
live longer. The discrepancy between biological aging and the age of 
retirement has begun to be noticed and work is beginning to be seen as a 
temporary stage in life.(27) Thus the emphasis shifted from thinking of 
retirement as a reward at the end of working life to considering it an 
Opportunity that may be seized at the earliest age transfer payments may 
be claimed. Retirement as a social institution implies "a right to an 
income without holding a job."(28) Because of past performance, the 
retired person receives a pre-specified sum of money in lieu of salary. 


CONCLUSION 


In the literature, differing emphases on the interpretation of ag- 
ing has produced two seemingly different theories about approaches to 
aging: one maintains that individuals may enter into a process of dis- 
engagement and that retirement may mark a major threshold; the other 
contends that an aging person may remain active but substitute new ac- 
tivities for old ones. No doubt physical and mental health are crucial 
variables that may explain the differences in findings in the various 
studies considered. The overall health level of the population is pro- 
jected to improve, allowing those well past current retirement age to 
remain physically and socially active. Indeed, the increasing number of 
aged who are healthy and articulate is expected to have a significant 
impact on future politics. 


If one were to look for a consensus in the literature on aging, the 
notion of continuity in lifestyles and interests would, perhaps, be the 
most central one. Given the anticipated changes in the occupational 
structure of today's labour force, active lifestyles are likely to pre- 
vail well before the end of this century. But expressive lifestyles re- 
quire more disposable income than is available to a majority of today's 
aged. They may still putter around the house, or fix things, or just do 
nothing - all activities that cost little but are congruent with their 
past lives. This behaviour pattern is, however, bound to change as pop- 
ulation cohorts who have experienced the affluence of the post Second 
World War era reach retirement age. 


The literature on retirement seems to agree that preferences run 
towards early retirement, although they are tempered by concern about 
satisfactory income levels which is reinforced in the face of persistent 
inflation. However, those retiring now, perhaps because they may have 
grown up in a cultural milieu favouring a traditional work ethic, seem 
to accept early retirement only in the case of ill health. Thus, those 
who have retired early have done so for health reasons, even when they 
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were not in a financial position to retire comfortably. Women are more 
likely to retire early than men, even though a few studies indicate that 
their preferences are the contrary. In all probability the vagaries of 
the labour market force women to retire earlier than men. 


All in all, retirement has become a social institution that is 
taken for granted even though its financing may be little understood. 
Retirement and associated pensions have become a matter of right and en- 
titlement. The current labour force cohorts entering or about to enter 
retirement have had arduous working careers during a time when work was 
considered not only necesary but also morally imperative; they believe 
their pensions are a just reward for their service. The new cohorts 
just starting their working careers are reportedly less sanguine about 
the inherent virtue of work, but their perceptions of pensions as de- 
ferred wages and as a general government obligation may already be 
deeply ingrained. When these groups reach retirement age some thirty or 
so years hence, their political weight will be considerable and their 
anticipation of satisfactory pensions perhaps a divisive issue. Thus 
all the indicators point towards increased pressure for income mainten- 
ance into retirement to support a continuity of lifestyles. How that 
income should be generated and how the pension should be funded remain 
questions yet to be answered. 
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CHARACTERISTICS OF OLDER CANADIANS 


The Commission has before it a number of documents dealing with the 
demographic composition of Canadians, particularly those of retirement 
age. This report will summarize the few demographic facts relevant to 
the argument for a flexible retirement age. The proportion of the older 
population in Canada is increasing even though, comparatively speaking, 
Canada is very much "behind" some countries in Europe, for instance the 
United Kingdom, Sweden, and the Netherlands, as regards the proportion 
of their population past the sixty-fifth birthday. 


Distribution by Age 


The proportion of persons over 65 years of age is not only increas- 
ing, but will continue to increase. The distribution within the older 
groups is such that those well past their three score and ten represent 
a significant proportion of the aged in this country. The relative po- 
Sition of older women within the older group has improved considerably 
during the last twenty-five years and there is a fair chance that it 
will improve even further (Table 1). In 1976 all women 80 years and 
over represented over 21 per cent of women in the older age groups com- 
pared to slightly over 17 per cent at the time of the 1961 census. The 
position of males improved over a longer span, from over 12 per cent in 
1951 to close to 18 per cent in 1976, even though older men registered a 
relative decline in the census years preceding 1976. This anomaly is 
attributed primarily to males immigrating to Canada after the turn of 
this century who have started to die out, thus "normalizing" the age 
composition in favour of women. 


Distribution by Marital Status 


Women are favoured in survivorship, that is, they live longer than 
men. This fact is reflected in the marriage rates of the older popula- 
tion (Table 2). The number of married males 65 years of age or over has 
increased from 68.5 per cent to 74 per cent in only 15 years whereas the 
proportion of women who remain married has slightly decreased. This in- 
dicates, again, the "normalization" of the Canadian age and sex struc- 
ture. Marriedness contributes to survivorship of males in particular. 
One may expect that the survivorship of very old males will improve, 
since a higher proportion of them are married now than previously. 


Distribution by Residential Mobility 


Another factor contributing to survivorship is stability of one's 
environment. Data suggest that mortality and morbidity increase soon 
after relocation. Unfortunately, most very old persons are eventually 
relocated into institutions offering medical and nursing care; but until 
that time, they live in their familiar surroundings. Thus far, about 
three-fourths of all aged in Canada owned their housing (Canadian Coun- 
cil on Social Development, 1977), especially if they lived as couples. 


ded} 


Table 1 
Older Population in Canada, by Proportion in Older Age Groups, by Sex, 
For Census years Since 1951 


Proportion in age groups 
All 65+ 65-69 70-74 75-79 80-84 85-89 90+ 


(Number ) (Per cent) 
1976 M 87517395 Mase) 27.6 LS Z 9.7 4.8 Deel 
F 17126;,.935, 8 3339 2559 18.8 12.0 623 3.0 
1971 M [SL CODER Sve So 26.3 Lis9 TsO eZ 1.8 
F 962,540 33.7 2002 1923 Les 6.2 2.4 
1966 M 116, 5360060 Z1es 19.4 Liss 4.6 1.4 
F 322,992, 335.6 2160 19.6 iE ieey 520 260 
1961 M 6/4711 7 3556 PAS AL 19.9 L032 4.0 Vez 
F /AN/ 7, O30" aeroae So 2367 ‘LD 35 10.9 4.7 AH7. 
1956 M 622721073 23862 30.1 Loe3 8.9 3.5 V0 
F 62177289) 36.4 2935 1833 9.9 433 1.6 
1951 M 55), 3036 ua red 2961 iby aal 833 3.2 29 
F 534,970 38.4 28.9 1756 985 4.1 1.4 


Sources Statistics Canada, Census of Canada, 1971, Cat. 92-715 
(Bulletin 1.2-3). 
Statistics Canada, Census of Canada, 1976, Cat. 92-825 
(Bulletin 2.6). 


Table 2 
Older Population in Canada by Proportion Married in Each Age Group, by 
Sex, for Census Years Since 1961 


1976 1971 1961 
M F M F M F 
(Per cent) 
65 and over(a) 74.0 39.0 Vike 6 39.2 68.5 41.2 
65-69 82.3 56.0 80.4 55 22 MRS 53.4 
70-74 7943 A233 Tilted 47.0 7220 44.2 
75-79 70.1 30.0 68.5 B1y, 0 63% 7 B2a7 
80-84 60.4 18.8 5250 20k 52.4 2hI5 
85-89 47.8 LOSZ 47.8 1258 40.2 Fost 
90 and over 39 6.3 34.3 o.2 28.4 hes, 


a For numbers see Table l. 


Sources Statistics Canada, Census of Canada, 1976, Cat. 92-825 
(Bulletin 2.6). 


Statistics Canada, Census of Canada, 1971, Cat. 92-730 
(Bulletin 1.4-2). 


Statistics Canada, Census of Canada, 1961, Cat. 91-552 
(Bulletin 1.3-1). 
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Recent data on migration indicates a slight decrease in residential sta- 
bility of older persons. Males are more stable than females, a situation 
reflecting some relocation on the part of widowed females. In 1976, 71 
per cent of males and about 67 per cent of females were enumerated in 
the same dwellings they had occupied five years before. Both figures 
represent a slight decrease compared to the 1961 census (Table 3). How- 
ever, inasmuch as residential mobility is also a sign of better health 
and a willingness to experiment, one may assume that the decrease in 
residential continuity, slight as it was, represented retirement moves, 
quite often far away, or at least to a different municipality. 


Table 3 


Older Population in Canada, by Proportion Changing Residence(a), by Sex, 
for Census Years Since 1961 


Population Movers 
Non- Same Same Different From Not 
65+ movers municipality province province abroad stated 
(Number ) (Per cent) 

1976 M 875,395 as, 1 15.0 aL 1G Rey, 1.68 
F 71 ,.26,935 SS) 19.53 8.6 Verh 1.4 1.6 

1971 M 781,865 70a 1 SAAT 8.4 dt a! eZ al 
F 962,542 67.1 2070 ee: Le fs ALAS) 2 

1961 M 622,791 (b) 73.9 L636 7.4 1.4 6 ma 
F 658,220(b) 71.4 18.5 Lee 1A 1.0 el 


a One or more moves within the five years preceding the census date. 

b Based on a 20 per cent sample of the census population. The actual 
number of persons aged 65+ in 1961 was 679,117 for males and 717,036 
for females. 


Sources Statistics Canada, Census of Canada, 1961, Cat. 98-509 
(Bulletin 4.1-9). 
Statistics Canada, Census of Canada, 1971, Cat. 92-119 
(Bulletin 1.2-7). 
Statistics Canada, Census of Canada, 1976. 


Distribution by Place of Birth 


Recent data on older Canadians by their place of birth indicate 
that a substantial proportion of the population was foreign born (Table 
4). Males who entered Canada around the turn of this century and later 
are now reaching an age at which they are dying off. Unfortunately, the 
1976 census did not ask the place of birth. The decrease in the propor- 
tion of foreign born registered at the time of the 1971 census "normal- 
izes" the population in the sense that it removes the surplus of males 
characterizing the older Canadian population. The implications of the 
change in the proportion of foreign born are as follows: even though 
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immigrants in the past were a hardy stock as it were, survivorship of 
the native born population was always slightly higher. This may have 
been partly a function of occupational selection for immigration only, 
of course, for the historical immigration pattern. Very recent immi- 
grants are screened as to their health and education which should assure 
them at least as much longevity as the native born. Admittedly, longev- 
ity is very much a function of genetic endowment, comparative data on 
which are lacking. It is likely that the proportion of foreign born 
among the aged, let us say by the year 2020, will be substantially lower 
than it is today and therefore its effect on the survivorship of the 
whole population is not too important. 


Table 4 
Older Population in Canada, by Proportion Born in Canada, by Sex and Age 
Groups, for Census Years Since 1961(a) 


Proportion in age groups 


65+ 65-69 70-74 75-79 80-84 85-89 90+ 

(Per cent) 
Ae gab M 62.0 634/ 61.6 oles 59.6 58.5 68.3 
F 64.7 66.4 63.8 63.7 C565 63.9 67.7 
1961 M 59 ok 61.0 57.4 DOs 59.9 62.9 64.8 
F GoeZ 65./ 62.1 61.8 64.5 67.4 69.8 


a The question was not asked during the 1976 census. 


Sources Statistics Canada, Census of Canada, 1961, Cat. 92-555 
(Bulletin 1.3-4). 

Statistics Canada, Census of Canada, 1971, Cat. 92-737 
(Bulletin 1.4-9). 


Prognosis 


Not only will the proportion of persons 65 years of age and older 
increase as compared to the total population but, and primarily, a con- 
Siderable redistribution will occur among the aged; a greater number of 
them will be living to higher ages. Concern has been expressed with the 
proportion of the aged over 65 strongly affecting dependency ratios. 
However, it 1S more crucial to focus one's attention on the distribution 
of the population within the older age groups, as this distribution will 
influence the demand on pension funds. 


One measure of the length of pension payment dependency is the num- 
ber of years a person of a given age is expected to live. Such values 
are Obtained from the life tables. For instance, in 1951, males in 
Canada could expect to live an additional 13 years and females an addi- 
tional 15 years after reaching their 65th birthday. In 1966, the re- 
spective numbers increased to close to 14 and 17 years. In 1971, the 
last year for which such data are available, the respective values re- 
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mained the same for males but increased by about half a year for women. 
A life expectancy of an additional ten years was attributed to males 
near their 7lst birthday and to females near their 76th birthday. "Nor- 
mal" populations in countries industrially similar to Canada exhibit a 
narrower range between male and female survivorship. Females would 
still have a life expectancy of ten years (Ryder, 1975) shortly after 
their 74th birthday and men shortly after their 72nd birthday. The most 
recent life tables for the United States, for 1975, the white population 
indicate that males have a life expectancy of ten years shortly before 
their 72nd birthday and females shortly after their 76th birthday. 


Another way to measure the length of pension payments dependency is 
to calculate the proportion of any given birth cohort still surviving 
today. Due to heavy immigration in the past, however, such a measure 
for Canada is considerably distorted. Rough calculations for 1976 indi- 
cate the following results: 


Table 5 
Proportion Surviving of Selected Age Groups 


Age group 0-4 at the 


Age groups time of birth of Proportion 
in 1976 today's age group surviving 
(Number ) (Per cent) 
65-69 P20, 300 81 
70-74 SS) iA TAS) 69 
75-79 SOPATOS 56 
80-84 2207506 38 
85-89 2 oS 18 


Source Statistics Canada, Census of Canada, 1976, 
Cat. 92-625 (Bulletin 2.6); Unquhart ana 
Buckley, 1965. 


Calculating similar values for the preceding census becomes less 
rewarding, since the interplay of migration and mortality disallows any 
statistically valid conclusions. The age group 65-69 in 1971 had a co- 
hort survivor proportion of 81 per cent; for the year 1961, it was 78 
per cent; and for the year 1951, it was 72 per cent. The increasing 
survivorship represents, in the first place, an improvement of mortal- 
ity; only secondarily does it reflect added population through immigra- 
tion. During the years of the heaviest immigration to Canada, just be- 
fore World War I, emigration was almost as heavy as immigration. None- 
theless, the populations at advanced ages are larger by far than antici- 
pated when the various pension plans were coming into existence. There 
is also some indication that even without a major medical breakthrough, 
the inching up of survivorship will cause the upcoming age cohorts to 
remain much unreduced until very high ages. 
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MORTALITY OF OLDER CANADIANS 


Official population projections from Statistics Canada or from the 
Department of Insurance which supplies population projections for the 
CPP, are conservative. There are two reasons for this: the projections 
are bounded by historical trends; and governmental agencies are not at 
liberty to speculate on the future. Therefore, they assume constant 
values past the normally projected trends of fifteen years. In the 
past, projections dealing with demographic phenomena have been invari- 
ably wrong in the long run and often in the short run as well. 


Mortality projections are subject to the least fluctuations and, 
correspondingly, to the least number of errors. The projections by 
Statistics Canada (1975) assume only slight improvement in Canadian 
mortality for the years ahead. The population projections now being 
prepared for the Economic Council of Canada by the McMaster Group use 
three possible changes in Canadian mortality, producing high, medium, 
and low projections based on the trends for mortality decline between 
UES Lo ly rel ele RAMS Ale 


The "low" projections produce life expectancies at birth for males 
in 1976 of 70.1 and in 2011 of 73.0. For females the corresponding 
values for those years are 77.9 and 85.3. It should be noted that the 
"low" projections refer to the corresponding low fertility. High fer- 
tility carries with it high infant mortality and thus depresses life 
expectancy values at birth. Life table values for the U.S. white popu- 
lation for 1975 indicate male and female life expectancies at birth at 
69.4 and 77.2 respectively, approximating the projected values by the 
McMaster Group for Canada in 1976 and for their "medium" projections. 
If the projections come true, then the population in Canada will show 
high survivorship rates, going well above ten years after the pension- 
able age of 65. 


Canadian mortality has been dropping substantially for females in 
the older age groups. For instance, the mortality rate for women aged 
80-84 declined 33.4 per cent between 1950 and 1976 whereas male mortal- 
ity in the same age group declined only by 10.6 per cent, that is less 
than one-half per cent annually (Table 6). Comparing the actual mortal- 
ity rates in 1976 with those projected by Statistics Canada from the 
1965-1969 data base (Tables 7 and 8) for deaths by all causes, the de- 
cline in mortality realized in 1976 seems to have proceeded faster than 
the decline projected by Statistics Canada to the years 1985-1989 from 
trends occurring in the periods 1955-1959 and 1965-1969. For instance, 
males 65 to 69 were projected to suffer a slightly higher mortality in 
the late 1980s, but their actual mortality experience in 1976 repre- 
sented a drop of about 9 per cent as compared to the base data for 1965- 
1969. Other older age groups show a similarly accelerated drop in mor- 
tality. This applies also to the mortality of older women. By 1976, 
those between ages 75 and 79 already experienced 61 per cent of the 38 
per cent drop projected for the years 1985-89. Caution is necessary in 
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interpreting these data, as the 1976 mortality data are for one year 
Only while the projections are based on four-year averages. 


Table 6 
Mortality Rates of Older Canadians, by Age Groups and Sex, Since 1950 


Age groups (rate per 1,000 population) 


All ages 65-69 70-74 75-79 80-84 85+ 
(Per cent) 

1950 Male 10% 36.4 54.9 84.7 1202 22209 
1960 9.0 3500 54.3 83.62 T2665 SA RS 
1970 S05 3623 5353 Toes Ate FY 197.0 
1971 Sa 34.7 59 79.0 118.8 198.6 
1972 Sov alae yl/ aie Pst! 18.9 aed | 213.9 
1973 8.6 34.7 5220 79.6 P29 Paley 5 
1974 8.6 34.9 erik [BS 121.5 PAT ILD 
1975 Ss 34.4 51.4 Woe P20 22 let 
1976 8.4 Boeo 51.4 ToS) ES 2 195.8 
1950 Female 7.9 26.4 42.8 69.9 ES. 3 209.1 
1960 6.6 eS Sha sk 60.8 104.1 199.6 
1970 cell 18.3 29.4 48.7 83.9 T6337 
LOT, Gon B73 2oes 48.1 82.4 R633 
1972 SA el oo 29 e1 48.3 80.8 158.6 
1973 6.2 L6e9 28.0 47.8 80.8 T5720 
1974 6.3 Wes 231 46.7 Biss 156.3 
1975(a) 6.2 iS 27.8 A5<5 1123 149.7 
1976(a) Go. 16.4 205 44.7 76.8 Poa? 


a Estimated. 


Sources’ Statistics. Canada, Vital Statistics 19/5, Vol. Ili: Deaths, 
Cat. 84-206; Causes of Death, 1976, Cat. 84-203. 


Trends in Mortality Into the 1980s 


Looking at the changes in Canadian mortality for the older popula- 
tion and by major causes of death, mamely diseases of the circulatory 
system and of the respiratory system, and deaths due to neoplasms, the 
trends in mortality appear to be unclear (Table 7). Most of the projec- 
tions for the years 1975-1979 seem to be lower than the rates of mortal- 
ity recorded in 1976 for diseases of the circulatory system. This seems 
to apply to both sexes. However, the differences may be explained by 
the fact that quite different classification systems were adopted for 
the 1976 data than for the 1965-1969 data. The latter were classified 
by the Seventh Revision of the International Classification of Diseases, 
whereas the present Canadian mortality data are recorded since 1970 
according to the Eighth Revision of the International Classification of 
Diseases. The same concern applies to the data shown for the diseases 
of the respiratory system and for neoplasms. An interpretation which 
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explains apparent differences by differences in classification is bol- 
stered by the previously described de facto decreases for all causes of 
death as registered in 1976. 


Table 7 
Mortality of Older Canadians: Actual and Projected Rates Between 1955- 


1959 “to 1985-1989 


Lowest rate 
recorded in 


Actual rate (per province 
100,000 population rrovyected during 

1955-1959 1965-1969 1976(a) 1985-1989 1968-1970 

65-69 Male 3,604.3 3765028 373205 Ogee; O84. 0 282020 
70-74 5730.2 oy PAgmie S SPleiegse — Sraliients, 4,300.0 
75-79 8,264.2 87012 50 UA SBE 5 Uso 6,780.0 
80-84 W372433 9 2 36/2 ee bi, C22. Om el oo 9,950.0 
85+ 227) 1309 all, 22063 Lo plore Ole Le 7520.0 
65-69 Female 2725555 2732069 1, 64425 ene, 622.0 1,480.0 
70-74 3,624.4 7043.0 AeA GAOR LN) © PAPAIN) 2,240.0 
75-79 G78 7665 Deo oy 4,470.6 3,626.8 3,880.0 
80-84 10,685.4 9,954.5 PAS SVASY Ta 7,660.0 
85+ 22730239" <19701:0 5 Sole 469. Smee OS. 4 5762020 


a Data after the projections based on 1965-1969 data were made. 


Source Statistics Canada, Technical Report on Population Projections 
for Canada and the Provinces 1972-2001, Cat. 91-516, Table 4.7; 


Causes of Death, 1976, Cat. 84-203. 


Built-in Difficulties with Demographic Projections 


The examples of mortality projections just described illustrate the 
difficulties demographers face when their projections are put to the 
test, even only a few years later, and the expected and actual data dis- 
agree. Whereas it is crucial to have fixed values when calculating fu- 
ture funding requirements for pensions, all assumptions about trends ex- 
tending into the future are self-defeating. This is particularly so 
Since the crucial variables of the length of life and of the proportion 
Surviving are open to fluctuations. The fluctuations are more likely 
than not to move upwards unless unlikely policy reversals in medical 
care take place. Given few if any alternatives, the extant projections 
as developed by Statistics Canada, for instance, will do. In other 


words, the shorter the time span of a projection, the less will be the 
likelihood of error. 
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Table 8 
Mortality of Older Candians, by Three Major Causes of Death, by Age 
Groups and Sex: Actual and Projected, Between 1965-1969 and 1985-1989 


Diseases by age Actual rate Projected rate(a) 
groups and sex 1965-1969 1976(b) 1975-1979 1985-1989 


(Rate per 100,000 population) 
Circulatory diseases 


65-69 M nes 19/28) Ly l0 1,694 
F 852 GOS TES 701 
70-74 M 27508 27155 2,453 2599 
F 1,380 1,447 oc 896 
75-79 M 37020 4,304 3726 37029 
F 27 09 2,709 2/007 Lip i22 
80-84 M 5,964 6,974 5,648 5,349 
F 4,614 D020 4,055 3,565 
85+ M 10,709 127 29 9,424 By293 
F 10,641 10,681 10, 505 10,366 
Respiratory diseases 
65-69 M 231 245 320 432 
F 70 80 66 66 
70-74 M 376 445 506 681 
F 124 138 Lis7 110 
15-79 M 619 les 758 929 
F 237 254 196 161 
80-84 M 1 OSL: 13 30i/ 1,078 oe 
F plz 528 416 338 
85+ M 2,642 2795 3,942 5,382 
F 17355 17389 503 503 
Neoplasms 
65-69 M 883 890 Or 1,186 
E 
70-74 M 1,143 1,306 U2 1,483 
ie 
15-719 M 1,508 LOS Oso ea Them 
E 
80-84 M 1950 PAPAL DOU Ih INE) 
Ee 
85+ M 2,346 Pirpevers 34878) 4,724 


a Based on the actual rate 1965-1969 and a number of trend assumptions. 

b Rate computed for a single year. It demonstrates the difficulty of 
projections. The classification of diseases deviates somewhat from 
that on which the projections were based: ICD Seventh Revision. The 
1976 classification is that of ICDA, Eighth Revision. 


Source Statistics Canada, Technical Report on Population Projections 
for Canada and the Provinces, 1972-2001, Cat. 91-516, Table 


4.15, 4.18, 4.19: Causes of Death, 1976, Cat. 84-203. 
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MORBIDITY OF OLDER CANADIANS 


The recent reports in mass media on the plight of the aged suggest 
that a good proportion of older persons are weak in body, uncertain of 
mind, and are occupying most of the hospital beds in the country. When 
the present young adult generation reaches retirement in forty to fifty 
years, so the story goes, all health care programs will be overburdened 
with arthritic senior citizens. The truth is, the data give cause for 
optimism. 


Hospitalization 


Over the last six years there was some increase in utilization of 
hospital facilities. For males between 65 and 74 the number of hospital 
separations (that is number of cases, not persons, leaving the hospital, 
including deaths) has increased by about 6 per cent beteen the years 
1969 and 1975; for men older than 75 years the increase was 15 per cent. 
For women in the same age category the increase was 6 and 7 per cent 
respectively. During the same six-year period, the number of days for 
each stay in the hospital remained about the same for the younger group 
but increased by about one day for the older group. On the other hand, 
the average number of days in hospital per person in the corresponding 
age and sex group declined by about three days for the younger group and 
remained the same for persons over 75 years of age (Table 9). These 
slight changes for the better may be interpreted to mean a better utili- 
zation of hospital services by the aged, a more efficient provision of 
medical care by the hospitals, and in the case of separations, a slight 
increase in deaths in hospital over those at home or in various care- 
taker institutions. In any case, slightly fewer than one-third of males 
between the ages of 65 and 74 and less than one-fourth of females in the 
same age group use the hospital services annually, an indicator not too 
much higher than the average health experience of the adult population. 


The decrease in stay in institutions for mentally ill and retarded 
was quite dramatic for the years between 1964 and 1974. The number of 
older Canadians between the ages of 65 and 69 in institutions was about 
halved during the period, from 777 to 373 per 100,000 population. For 
those 80 years and older, the same reduction occurred. An explanation 
for this dramatic decline lies in changes of treatment with the intro- 
duction of chemotherapy, and in a greater effort on the part of mental 
health institutions towards treatment and away from custodial care. In 
any case, the number of persons involved is quite small, about one-half 
of 1 per cent of all aged (Table 10). 


Prognosis 
In the area of health care, the advances thus far have been tremen- 
dous. As the general health care policies become refined to emphasize 


prevention, and the understanding of epidemiological issues increases 
the effectiveness of medical coverage, one may expect that public health 
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measures will have a positive effect on older persons' health. Primar- 
ily, however, as the younger cohorts born and raised after World War II 
reach late adulthood and old age, their attitudes as users of health 
services will illustrate a better understanding of their bodies and 
their health needs. One may therefore expect a healthier population in 
the years to come. 


Table 10 
Morbidity of Older Canadians: Patients in Mental 
Institutions Between 1965 and 1974(a) 


Patients by age group 
(per 100,000 ulation) 


60-69 J0=19 80+ 
E965 Vd 849 17219 
1966 709 769 byl As: 
1967 662 712 1,051 
1968 605 660 990 
1969 52 629 945 
1970 514 574 889 
O71 484 561 813 
Loy 2 451 BLS 747 
lhe Wes) 398 — 484 650 
1974 373 460 614 


a Last year for which data were available. 


Source Statistics Canada, Mental Health Statistics, 
Vol. II, Patients on Books in Institutions, 
1970-1974, Cat. 83-208. 


IMPLICATIONS OF THE DEMOGRAPHIC INDICATORS FOR THE SURVIVORSHIP RATE 


The main purpose of this report was to show that the older popula- 
tion has a better chance of survivorship than the preceding populations. 
The host of studies available to the Commission all stress that the pro- 
portion of the aged will increase, and with it the dependency burden in 
the years to come and, in particular, early in the next century. The 
various studies and reports argue, quite correctly, that the shape of 
the age and sex pyramid of th Canadian population is undergoing and will 
undergo dramatic changes, since fertility has declined and conceivably 
may remain quite low. Such a situation will have an effect of the pro- 
portion of the aged in the population only insofar as one assumes cer- 
tain traditional cut-off points such as the sixth-fifth birthday. On 
the other hand, were one to compute dependency ratios using the number 
of persons 70 years old or older in the numerator and those 20 to 70 
years old in the demoninator, the old age dependency ratio today would 
not be much different from that defined, more traditionally in 1929; 
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that is it would be about 9 aged males per 100 male population of the 
labour force age defined as 20 to 70 years of age. Such a dependency 
ratio would not exceed 14 by the year 2035 (Department of Insurance 
projections for the CPP) and might decline thereafter. The dependency 
ratio would be somewhat higher for women. 


It is crucial to bear in mind that populations approximating a per- 
fect survivorship model will have a substantial impact on the funding 
requirement for pensions. In other words, if the trends suggested in 
this report are to continue, Canada will have population which is not 
only long-lived, but in which (and this is of utmost importance) the 
longevity is evenly distributed to all. Traditional Survivorship pat- 
terns encouraged the present system of funding the pensions: a sort of 
chain letter principle, which is predicated on the disparate size of the 
base population (the payers) and the early entrants into the chain (the 
payees). With the modern changes in growth levels (zero growth) and 
Survivorship (homogenous mortality), a new design for pension funding is 
required. 
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CHANGES IN THE CANADIAN OCCUPATIONAL STRUCTURE 


Each time the decennial census was taken in the last fifty years or 
so, the changes in the content of enumerated jobs were sufficient to 
warrant creating new job description categories. Basically, there are 
two major criteria for describing the Canadian labour force: the area 
of work, for instance extractive industries or financial establishments, 
and the level of work, for instance skilled labour or management. 


Changes Through 1971 


The classification of work performed in the economic sectors in 
which people work is ceding its importance to the classification of the 
level of competence at which workers perform their jobs. This is re- 
flected in the increasing proportion of non-manual occupations repre- 
senting now close to one-half of the Canadian labour force. During this 
century, the major switchover was from the primary sector employment, 
primarily in agriculture, to the tertiary sector of employment; there 
was a Slight increase in the secondary sector, primarily in manufactur- 
ing. For instance, in 1911, agriculture accounted for about 40 per cent 
of the male labour force but in 1971 it accounted for only close to 9 
per cent of the male labour force. Professional, managerial, and cler- 
ical male labour force in 1971 accounted for over 30 per cent of the 
labour force, but in 1941 it accounted for somewhat over 15 per cent of 
the Canadian labour force. 


Concomitant to the social change affecting the composition of the 
labour force is the increased inclusion of women in the labour force. 
In 1911, only about 16 per cent of all women 15 years of age or older 
were gainfully employed (the acknowledgement of women in agriculture did 
not take place until the 1951 census); in 1971 the proportion rose to 37 
per cent. The major switch for women was out of the service occupations 
in particular personal service, they held fifty years ago, into clerical 
and professional occupations in which close to 50 per cent of the female 
labour force were enumerated in the 1971 census (Kubat and Thornton, 
1974: 135-167). 


Occupational Prestige 


All societies value differentially work performed and, at the same 
time, all societies seem to agree on categories of work which are valued 
highly and on categories of work which are viewed as demeaning. Indus- 
trial societies are characterized by a very complex occupational struc- 
ture but, within its complexity, the ranking of occupations is fairly 
similar from society to society. Basically, the ranking is the result 
of the composite of talent and the need to get the work done. The 
higher the talent required for a job and the more important the job is 
in terms of its impact of the societal organization, the higher the 
prestige of such an occupation. In Canada, the "knowledge" workers who 
also occupy positions of administrative responsibility, for instance 
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university presidents, appear to earn high prestige (Blishen and 
McRoberts, 1976). There is a substantial sociological literature on 
Occupational distribution of the labour force. The literature is tied 
to the concern with social change, in particular, the concern relative 
to social stratification and mobility, that is to the allocation of jobs 
to population (Tepperman, 1975). Thus far, the Canadian labour force 
experienced an upward mobility; the chances for the son to do better 
than his father in terms of holding a "better" job were fairly good. 
This was possible by a structural change of the occupational structure 
whereby new jobs being created were disproportionately in "higher" occu- 
pational categories of non-manual employment, accompanied by improved 
pay and working conditions. 


The result of the expansion of the labour force, partially through 
the growth of population (natural increase and immigration) and through 
the increasing labour force participation of the population (decrease in 
mortality in the adult population and entrance of women into the labour 
market) is a greater complexity of tasks to be performed. There are now 
well over 20,000 job classifications in Canada (Statistics Canada, 1971; 
Dominion Bureau of Canada, 1971). The prestige and desirability of some 
of the jobs are known and acknowledged and, the means to qualify for 
even exalted occupations are available to a greater proportion of the 
population than ever before and than there are actual positions availa- 
ble. This situation produces certain pressures which will affect the 
future occupational structure in Canada. The prestige of non-manual 
occupations operates through a trickle effect, parallelling the spread 
of fashions. "Cheap" versions of high fashion become widely available 
and also desirable. Thus, in the occupational aspiration schema, job 
holders would like their jobs to look like high prestige jobs. Many 
such jobs can be upgraded in their image even though their content does 
not change. 


Labour Force Mobility 


Labour force mobility is likely to increase with the realization of 
one's substantial longevity through the redefinition of one's job as a 
career. Some of the mobility reflecting early retirement of the older 
worker is a function of technological obsolescene (Baum, 1974); mobility 
of the younger workers is a function of their job seeking behaviour and 
passing through their family life cycle (Economic Council of Canada, 
1976). Until now, the "fruits" of early job mobility resulted ina 
deprivation of potential private pensions and encouraged those affected 
to work past their legal retirement age. A study of CPP contributors 
covering the years 1968 through 1972 in four regions in Canada (Quebec 
excluded), showed that "between half and three-quarters of male and 
female workers aged 25 to 44 had changed employers at least once." 
(Economic Council of Canada, 1976: 90). Canadians show a fair amount 
of worker mobility which is not likely to decrease over time. More 
likely than not, job changes will continue to increase, as the basic 
needs of income security are being met through various insurance type 
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arrangements (guaranteed income, unemployment insurance, etc.) and 
through a combination of earners into one household. 


Expected Changes into the Future 


The literature on the future of modern societies is formidable. 
The literature in the social sciences is dominated by views articulated 
by Daniel Bell (1973). His post-industrial society is expected to have 
an occupational structure, the beginnings of which are noticeable now. 
The tertiary sector will gain primacy within which "the knowledge work- 
ers," as Peter Drucker calls them, will play the main role. Social 
change does not occur, however, unless the preconditions are already 
there; the recent changes in the Canadian occupational structure towards 
service and professional employment will no doubt continue into the fu- 
ture. These changes have a number of implications for the composition 
and behaviour of the future labour force: 


1. The new modes of employment presuppose a formal educational 
training which, indeed, is now available to the young cohorts 
of population. 


2. The widespread access to and utilization of formal educational 
institutions produce population sufficiently informed about the 
mechanics of acquiring knowledge even though the individual 
ability to demonstrate their knowledge may and does differ. 


3. The universally high level of formal education combined with 
the universally accessible information via the mass media 
essentially demystify "high learning" and the attendant pres- 
tige distribution of occupations. That is, occupations such as 
physicians or supreme court judges lose to managers and corpo- 
ration directors in terms of the highest prestige awarded. In 
other words, organized corporate entities win out over individ- 
ual achievers. Inasmuch as incumbents of controlling positions 
in corporate bodies (university presidents, financial institu- 
tions directors) are subject to an essentially political re- 
view, which, in turn, is informed by societal goals more than 
by pure economic considerations, then the review by peers pre- 
vails. The review by peers, for a long time characteristic of 
the scientific community, becomes the central mode of operation 
of any professional and by extension occupational group. This 
ethos of science is crucial to any self-regulating commune. 
The changes outlined will produce a labour force which will be 
well trained in terms of formal education received. Not all 
the education received will be directly applicable to their 
jobs. The effect of the formal education will be a decreased 
emphasis on direct supervision on the job and a greater feeling 
of equality among the members of any occupational group. The 
rewards will go to those able to organize effectively, either 
politically or administratively, other people and production of 
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goods and services. However, the tenure of the organizers may 
be limited and subject to continuous review. The trend toward 
the tertiary and even quaternary sectors of the economy will 
mean that the overall worker productivity as measured by the 
number of all employed and the GNP per worker will decline and 
the whole economy will become bimodal in terms of a highly pro- 
ductive primary and secondary sectors which are capital in- 
tensive and less "productive" tertiary and quaternary sectors 
which are labour intensive. It is the labour intensive sectors 
of the economy which will be modal for the behaviour of the 
labour force and will have an impact on labour force participa- 
tion in the future, forcing it. 


LABOUR FORCE PARTICIPATION RATES 


The numerical values for labour force participation rates reflect 
the definitions under which such data are collected. Initially, only 
gainfully active population was intercepted in the governmental statis- 
tics and used as a basis for determining labour force participation 
rates. More recently, beginning with this decade, Statistics Canada 
began to define as labour force all those either employed and working 
and those actively looking for work. This new definition is more inclu- 
Sive and increases the numerical values of the labour force participa- 
tion figures. 


Recent Developments 


The census values for labour force participation over the last 
thirty years or so peg the overall participation of males fifteen years 
and older at 84 per cent in 1951 and at 76 per cent in 1971. The value 
was lower during the 1941 census because of the war. Thus, there was a 
small but perceptible decline. The labour force participation rates for 
women have risen, doubling between 1941 and 1971 (Table 1). More re- 
cently, using data from the monthly Labour Force Survey (Tables 2, 3, 
and 4) labour force participation of males under twenty years of age 
shows a slight increase during the last ten years, showing the impact of 
the post-war cohorts entering the labour market; men in their middle 
years show a fairly steady and high participation rate; men in their 
middle and later years show a decrease in their participation rate, 
which is quite dramatic and implies pensioning off at an earlier age 
than the sixty-fifth birthday. Women, on the other hand, show a slight 
increase in labour force participation in the same older years and a 
strong increase in their young adult years. 
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Table 1 
Population 15 Years of Age and Over in the Labour Force, by Age Group 
and Sex, Canada, 1941-1961 


1971 (a) 1961 1951 1941 (b) 
Age _ group Male Female Male Female Male Female Male Female 
(Per cent) 
15-19 400 yea. 0 "SO. 5 3350" BSR I S780 50.9- 2588 
20-24 86.59) 162.8 «86.66 495398923 “46-840868-9 418 
25-34 9206-0, 744.5° "93.9% 29.5 2.90.4. O400686.8  24%8 
34-44 92.8 9 9443.9°, 9442) 931.0) @9607) 6 21.848691.6 Verul 
45-54 DOS © BAS FAl’ © OI Ore 333 OA P20ad Ae 0968 28 
55-64 CU dinwwa4 4581 fa. 24540 eb) e r4eo ee eos = 10-8 
65+ 23.6 Ss2 ~ 2854 SI Fhe Shohia) Solemn 4/62 So 
All groups 1G S48 OIL lie LIC ONO E2e ee OA OOTY 


a Excludes Yukon and NWT prior to 1971 and Newfoundland prior to 1951. 
b Excludes persons in active service from the gainfully occupied 
(Labour Force) count for 1941. 


Source D. Kubat and D. Thornton. A Statistical Profile of Canadian 
Society (Toronto: McGraw Hill-Ryerson, 1974), Table J-2, 
pp. 145-6. 


Table 2 
Labour Force Participation Rates, by Age Group for Males, Canada, 1966- 
1975(a) 


14-19 20-24 25-44 45-64 65+ All 
1966 38.6 87.4 97.6 91.8 26.4 77.8 
7961 39.4 86.0 hess) oe? 24.7 MESS 
1968 S97. 84.4 ical GUL 24.4 77.0 
1969 B79 84.2 96.9 = slg 23.6 76.6 
1970 3826 83.2 367 90.6 Pavees,}| 76.4 
197) 3920 83.4 96.7 90.0 20.0 70S 
E972 40.8 84.0 96.8 89.2 Lon7 16.2 
oY 3 43.7 BO<3 96.8 88.9 13'.3 76.8 
1974 44.3 86.1 97.0 88.3 diy ats) TW23 
HO75 46.6 BD.D 96.8 87.9 17.4 (EY 


a Data are taken from the monthly Labour Force survey of the Canadian 
labour force. Over the years, the concept of the labour force has 
become more inclusive. Originally the survey counted only those who 
were gainfully employed; now those actively looking for work are also 
included. The data are subject to the standard statistical sampling 
errors. Residents in the Yukon and the Northwest Territories and 
Indian reserves, inmates of insitutions, and members of the armed 
forces are excluded. 


Source Statistics Canada, The Labour Force, December 1975, Table 37, 
Cat. 71-001. 
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Table 3 
Labour Force Participation Rates, by Age Group for Females, Canada, 
1966-1975(a) 


14-19 20-24 25-44 45-64 65+ All 
1966 31.4 55.6 34.3 oo69 Deo 32.8 
1967 31.6 56.6 Soe 35.0 ore, 33.8 
1968 S13 58.4 36.4 355 5e2 34.4 
1969 31.1 Deo 38.5 35.5 5.5 3ou2 
1970 30.4 58.5 39.6 36.0 5.0 35D 
1971 eae 5959 40.9 56.7 Del 36.5 
1972 32.0 60.5 42.8 36.3 4.3 Sel 
1973 34.2 62.5 66.5 37.8 4.4 38.7 
1974 36.7 63.0 46.6 37.4 4.2 shel 
195 36.5 64.4 49.6 Sec 4.4 40.9 


a 


Data are taken from the monthly Labour Force survey of the Canadian 
labour force. Over the years, the concept of the labour force has 
become more inlusive. Originally the survey counted only those who 
were gainfully employed; now those actively looking for work are also 
included. The data are subject to the standard statistical sampling 
errors. Residents in the Yukon and the Northwest Territories and 
Indian reserves, inmates of institutions, and members of the armed 
forces are excluded. 


Source Statistics Canada, The Labour Force, December 1975, Table 37, 


b 


Cates /1-001- 


Table 4 
Labour Force Participation Rates, by Age Group and Sex, Canada, 1976- 
1978 (a) 
1976 OV, 1978(b) 
Male Female Male Female Male Female 
(Per cent) 

17-19 66.3 60.2 68.0 Do.) 68.5 59H 
20-24 85.11 Ges C5. 68.8 90.0 Tass 0 
25-34 28 05) 5369 9533 Does 9on0 59.0 
35-44 96.0 53K 5.9 BD 96%.5 Sie 
45-54 92.3 48.3 92.4 49.2 Sehegll SPA cd 
55-64 1OnT 32a 76.6 B202 76.8 3268 
65-69 2585 78 2551 S25 22.4 8.4 
70+ 9.8 2iNe Ga, 2.0 9.6 2.8 
a Based on Labour Force survey data, seasonally adjusted. Starting 


January 1976, the survey contains substantial revisions as compared 
to the previous years. Population sampled is 15 years of age or 
older and residing in Canada, with the following exclusions: resi- 
dents in Yukon and Northwest Territories; persons on Indian reserves; 
inmates of institutions, and full-time members of the armed forces. 
For May 1978. 


Source Statistics Canada, The Labour Force, Cat. 71-001, December 1978, 


December 1977, May 1978. 
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Expected Labour Force Participation 


There are three major components which will influence the labour 
force participation in addition to the economy: 


1. population composition; 
2. occupational composition; 
3. income-leisure choices. 


In terms of population composition, the Canadian population of the la- 
bour force age will remain stable and even increase somewhat for the 
foreseeable future. (Denton and Spencer, 1977). There will be some 
tapering off of the size of the young entrants into the labour market 
starting in about ten years and lasting at least for another fifteen 
years, depending whether or not the expected increase in fertility will 
take place. In any case, the present mortality conditions assure a 
labour force virtually unaffected by dying off at later working ages. 
Thus, any additional needs of the labour force may be met from the pool 
of persons who will not die, as it were. In terms of occupational com- 
position, the new occupational structure will be heavily weighted to- 
wards service occupations (in the widest sense of the word) and is 
likley to be unisex, thus enlarging the pool of potential labour force 
to the total population. Working in such occupations also allows "flex- 
time" arrangements, thus permitting parenting and working at the same 
time. In terms of income-leisure choice, the prognosis is uncertain. On 
the one hand, maximization of income is characteristic of the present- 
day working behaviour (Linder, 1970); on the other hand, the experience 
with the younger labour force seems to indicate a certain detachment 
from work coupled with absenteeism. The latter may be only a function 
of youth with precedents in the past (Wright and Hamilton, 1978). In 
any case, the labour force participation is not affected, until the lat- 
ter years of life where the clear prevalence of early retirement choices 
is observable. 


Were one to correct today's labour force participation data in the 
later years of life (e.g., starting with the age of 60 or higher) by the 
mortality of earlier decades, the observed decrease in labour force 
participation would be much reduced. In other words, inasmuch as the 
recent utilization of early retirement is being justified primarily on 
reasons of health (Ball, 1978), one may surmise that some years earlier, 
among males, those now retiring early would have died. Thus, a propor- 
tion of male cohorts remaining in the labour force may be fairly con- 
stant over time (Tepperman, 1975). The case of the female labour force 
has been greatly modified by the changes in the cultural redefinition of 
woman's role in society, away from the home to the labour market. 
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SUMMARY 


The tentative conclusions one may draw from the changes in the 
occupational structure of Canada are as follows: 


1. The composition of the labour force will tend towards being 
evenly distributed between the sexes, with some under- 
representation of women in child-bearing ages between 25 and 35 
years. The labour force participation for women will stabilize 
at about 60 per cent during the child-bearing ages and will 
tend to be unisex, economic conditions permitting, for the 
other working life age groups. 


2. As the "professionalization" of more and more occupations 
progresses so will the attachment to the labour force become 
stabilized and the pressures for early retirement may abate. 


3. The labour force participation of persons 55 years or over is 
more likely to increase as much as the disincentives to con- 
tinue working, namely ill health, unpleasant working condi- 
tions, and a lack of retrainability diminish. 


4, In another thirty years or so, the present labour force compo- 
sition, in which the workers possess but minimum formal educa- 
tion and the resulting lack of skills to manipulate their own 
lives, will be fully replaced by workers whose formal education 
will exceed the job requirements. More likely than not, such a 
labour force will be more respectful of the value labour force 
participation brings to the society as a whole. 


5. It is quite possible that the swelling of the labour intensive 
sectors of the economy will require that more people work at 
reduced compensation for a longer period of their lives faced 
with an unprecedented longevity in good health. This factor 
alone would reintegrate work into human life, for men and women 
alike. 


NOTE ON THE COMPARABILITY OF LABOUR FORCE PARTICIPATION DATA 


The labour force participation rates presented here are from the 
monthly Labour Force Survey. Their base population is non-institution- 
alized Canadian population reached via a mailed questionnaire. These 
data are customarily used in the literature on the economy of the coun- 
try. They reflect the "true" participation within the standard sampling 
errors; that means there may be several points deviation up or down for 
the respective values. These data were used for labour force participa- 
tion predictions under high, medium, and low fertility assumptions by 
the Economic Council of Canada, drafts of which are now available to the 
Commission as part of the ECC's project on Canada's Retirement Income 
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Policies, now underway. Inasmuch as the process of short-term projec- 
tions (until 1991, from the base year Of 1976) does not allow for any 
radical changes and has to incorporate the previous trends, the projec- 
tions are acceptable, even though, to my mind, the participation rates 
may be higher in the late 1980s for the older groups for reasons out- 
lined. Of course, underestimating labour force participation can only 
help to cover the potential shortfall in CPP funding. 


The Commission has also before it labour force participation rates 
projections by the Department of Insurance, contained in Appendix C, of 
the Report by Keith H. Cooper, June 7, 1978. The rates are not entirely 
comparable due to the different assumption entering the computations, 
inasmuch as the population base for the Department of Insurance is con- 
stricted compared to the "true" population. 
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1. INTRODUCTION: THE INDEXING DEBATE 


The origins of the pension indexing debate in Canada can be traced 
to the acceleration of price and wage inflation which started in 1972, 
and to the recent levelling off of the pace of inflation at rates about 
two to three times higher than the more moderate inflation rates of the 
1960s. 


During the first half of the 1970s, while inflation was accelerat- 
ing, private-sector employer-sponsored pension plans were faced with two 
interrelated problems. On the one hand, the earnings which their in- 
vestments generated were clearly insufficient in real terms - in many 
cases, the real rates of return earned were negative, and well below the 
estimates originally factored into the plans. It was difficult for such 
plans to remain actuarially sound in face of the increasing liabilities 
created by the rapid escalation of money wages and prices. On the other 
hand, the indexing of public sector pension plans, together with the in- 
dexing of the Canada-Quebec pension plans (CPP and QPP), and Old Age Se- 
curity (OAS) pensions imposed added pressures on employers to introduce 
Similar post-retirement indexation of benefits. 


Private pension funds obviously were caught in a financial dilemma; 
bonds and stocks were unable to serve as hedges against accelerating 
inflation and they were also facing increasing liabilities. It was felt 
that full-scale indexing of private post-retirement benefits would only 
exacerbate plan liabilities. Indeed, some observers claimed that post- 
retirement benefit indexing would place the entire private employer- 
sponsored pension system in jeopardy. 


Thus, Douglas Fullerton argued in an article in The Ottawa Citizen 
on October 2, 1974, that "in a mobile and inflationary age, the tradi- 
tional company pension plan has little place." And, in a 1974 newslet- 
ter, William M. Mercer Limited warned that unless the rate of inflation 
was brought under control and reduced, that "it would not be unduly pes- 
Simistic to forecast a breakdown" of the entire private pension system. 


The investment community and private employers were a focal point 
for many of these pressures, and tended to respond by attacking the 
federal government employee, indexed pension system. It was argued 
generally that the total costs of these pensions were seriously under- 
estimated, and that Ottawa could afford to enter into such plans only 
because of its taxing powers. That is, Ottawa need not concern itself 
with the viability of its pension schemes in a manner similar to private 
plans. Consequently, many individuals called for the de-indexation of 
federal government employee pension plans, and there was some spill over 
into demands that even the CPP and OAS systems be de-indexed partially. 


Keith Cooper, a well-known Canadian actuary, adopted a more moder- 


ate approach. In a speech presented to the Guelph Chamber of Commerce 
on June 6, 1978, he argued that "public servants are being paid base 
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salaries that are roughly comparable to those in the private sector but 
with a pension program that costs 9 per cent of pay more than average 
plans in the private sector. Consequently, their total compensation 
package ends up being ahead of their private-sector counterparts. This 
Suggests that if public servants are to retain their indexed pensions, 
they should either reduce the level of benefits initially provided at 
retirement, take a cut in pay, and/or eliminate the overly generous 
early retirement features of the plan." 


But, aS we note in this study, without full indexing, the real 
value of pre-retirement and post-retirement pensions declines very 
quickly at the current high rates of inflation. Moreover, it is un- 
likely that society would deliberately choose to allow private pension- 
ers to experience serious erosions in the real value of their retirement 
income. The many examples of ad hoc or partial indexing suggests that 
private employers share the general objectives of sustaining the 
purchasing power of private pension benefits. This then raises the 
fundamental concern of this study; if the corporate sector appears un- 
able to support financially a post-retirement indexed pension system, 
and society cannot afford to, or is unwilling to allow non-indexation of 
post-retirement pensions, then who is to bear the cost for indexed post- 
retired pensions? And equally important, what proportion of the total 
post-retirement pension should be indexed? 


There are two associated elements in the debate concerning private 
pension indexing. This study provides no estimates of the financial 
costs of full indexing to private employers under the various schemes 
considered, but a cost sharing formula could be arrived at which in- 
cluded government, employers, and employees, all contributing to index- 
ing costs.(1) 


The second element is the reality that the institutional pension 
industry now is a dominant force in Canada's investment industry. Full 
indexation of private post-retirement pension benefits would likely 
serve to increase that dominance. As Yves Guerard pointed out in a 
paper entitled, Pension Funds and Their Impact on the Direction of the 
Economy, in 1977 the existing assets of the pension industry totalled 
approximately $40 billion, and that this figure is larger than the ag- 
gregate corporate direct and guaranteed debt or the market value of the 
300 stocks of the TSE composite index. Moreover, the sum represented 
about one-half of the assets of the top fifty industrial corporations. 


Thus, the primary intention of this study is to consider who or 
what institutions should assume the costs or risks of indexing private 
pension benefits. This study illustrates that there is no single answer 
to the above question, even though a fairly good case can be made that 
indexed private benefits are required. A series of proposals that have 
been advanced on this subject are reviewed and critically assessed in an 
attempt to come to grips with the question of indexation and its rela- 
tive burden. 


47 


The structure of the study is as follows. Section 2 discusses the 
role of the private pension system and its interaction with individual 
savings and the federal social security programs in Canada. As the 
study notes, there are three fundamental tiers in the pension-social 
security system. There is the government tier, consisting of Old Age 
Security and the Guaranteed Income Supplement, and in Ontario GAINS, 
together with the Canada Pension and Quebec Pension Plans; there are the 
private employer-sponsored plans; and as well, there are private indi- 
vidual savings within which are included RRSPs. 


Section 3 of this study provides an overview of inflation in 
Canada, particularly in terms of its causes, the stability of inflation, 
and its so-called neutrality properties. This section also includes a 
discussion of the relation between nominal interest rates and inflation- 
ary expectations, the apparent winners and losers from inflation, and 
the problems which have arisen for employer-sponsored pension funds in 
an inflationary climate. 


Section 4 considers the general subject of indexing and government 
financial management. One subject discussed here relates to whether or 
not existing indexation provisions have tended to be inflationary for 
the industrial countries. A review of some estimates on income distri- 
bution in Canada is used to support the contention that post-retirement 
incomes should be indexed to some degree. As well, this section consid- 
ers the redistribution impacts of government on incomes and expenditures 
in Canada, and undertakes a brief review of the relationship between 
government revenue growth and spending growth. 


Section 5 presents a simple theoretical model predicated on the 
life-cycle savings hypothesis. This model is used as a basis for evalu- 
ating the various post-retirement indexing schemes that have surfaced 
recently. Finally, the last section of the study provides a critical 
assessment of the various post-retirement indexation schemes. As this 
section of the report stresses, a critical aspect in the various propos- 
als is the likely impact of any indexing plans on the distribution of 
income among persons in Canada. Unfortunately, the distributional ef- 
fects of some of these schemes are potentially very complicated, and 
therefore hard to evaluate. 


The various indexing proposals are summarized under the following 
topics - though there is considerable overlap among the proposals. 


The index bond solution 

The government as an insurer of last resort 
Excess interest scheme 

Continual ad hoc indexation adjustments 

The collective bargaining fulcrum 

The Royal Commission proposal 


NUS WN KF 
e 
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7. Cofirentes +; Martin O'Connell proposals - proposals to extend 
CPP/QPP 


8. Keith Cooper - partial indexation plan. 


2. THE THREE TIER POST-RETIREMENT SAVINGS SYSTEM IN CANADA 


a) The Federal Social Security System 


The federal social security system in Canada consists of a series 
of programs - Old Age Security (OAS), the Guaranteed Income Supplement 
(GIS), and the Canada and Quebec Pension Plans (CPP and OPP). The uni- 
versal OAS program provides an inflation escalated benefit for those 
individuals 65 years of age who meet the necessary residence require- 
ments in Canada. Beginning in 1977 the basic pension under the Old Age 
Security Act was $141.34 per month for an individual. 


The GIS, which amounted to a maximum of $99.13 per month in Janu- 
ary, 1977 for individuals and $176.66 per month for a family of two, 
provides an additional form of social security income designed to ensure 
a minimum level of individual or family income. It is thought that the 
GIS, which is subject to an income test, will diminish in importance 
over time as more Canadians draw benefits from the CPP and QPP. In 
January, 1977 the maximum monthly pension available under the OAS and 
GIS was $240.47 for an individual and $458.74 for a married couple. Both 
are financed on a pay-as-you-go basis. 


The CPP and QPP are social insurance plans which gear the benefits 
to earnings-related contributions of both employees and employers. 


The CPP and OPP plans are compulsory, and cover nearly all employed 
and self-employed individuals, and there are no federal government con- 
tributions or subsidies to the funds. The main benefits are retirement 
income geared to work-related contributions, although widows, widowers, 
Orphans, and disabled persons are also protected under the plan. The 
CPP is only partially funded, and in a sense can be described as falling 
somewhere in between a pay-as-you-go funding scheme and a fully funded 
system. 


Employers and employees each contribute 1.8 per cent of the employ- 
ee's earnings for an aggregate contribution of 3.6 per cent of the earn- 
ings base. The earnings base is calculated as the difference between 
the year's maximum pensionable earnings (the YMPE) and the year's basic 
exemption (YBE). 


In 1977, the YMPE was $9,300 and the YBE (10 per cent of the YMPE 
rounded down to the next $100) totalled $900. Thus, the maximum contri- 
bution in 1977 was $151.20 for the employee and employer of an employed 
individual. 
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The CPP provides a retirement pension of 25 per cent of adjusted 
average earnings. The 1977 maximum pension was 25 per cent of $8,333.33 
or $2,083.32 per annum. The direct pension benefits are indexed to the 
consumer price index increase, while the YMPE is indexed in a somewhat 
different way. The YMPE, which governs the contributions and ultimate 
benefits paid, is escalated at 12 1/2 per cent per annum until it 
reaches the industrial composite index of wages and salaries. After it 
reaches that total, future increases in the YMPE will be tied to the in- 
creases in the industrial composite wage and salary series. 


In 1977, Old Age Security payments from the federal government were 
just under $4.7 billion. This represented 35.9 per cent of total fed- 
eral government transfer payments in that year, 2.7 per cent of total 
personal income, and 15 per cent of total personal direct taxes. An ex- 
amination of the data in Table 1 reveals that Old Age Security payments 
have tended to remain a constant 2.7 to 2.8 per cent of total personal 
income over the past ten years. On the other hand, since the Old Age 
Security payments are funded on a pay-as-you-go system, the payments as 
a proportion of total personal direct taxes have tended to decline in 
two stages since 1968. In that year they represented just under 18 per 
cent of total personal direct taxes and in 1977 they amounted to just 15 
Der-=cenc. 


Payments under the Canada and Quebec pension plans amounted to just 
under $1.4 billion in 1977 - roughly .8 per cent of total personal in- 
come in that year. On the other hand, payments into the Canada and 
Quebec pension plans totalled $2.4 million in 1977, equal to 1.7 per 
cent of personal disposable income and 7.7 per cent of personal direct 
taxes. Altogether in 1977, CPP, QPP, and OAS receipts represented 3 1/2 
per cent of total personal income in Canada and the contributions into 
the scheme amounted to 22.7 per cent of personal direct taxes and just 
over 4 per cent of total personal income. As a proportion of total per- 
sonal direct taxes, the contributions to Canada Pension Plan, Quebec 
Pension Plan, and OAS have declined from 29.1 per cent in 1968 to just 
under 23 per cent in 1977. 


It is also interesting to note that the CPP and QPP contributions, 
which are a form of forced savings imposed upon individuals by the 
government, have declined as a proportion of total personal and unin- 
corporated business savings over the last ten years. In 1968 these 
contributions equalled 35 per cent of total savings, excluding these 
contributions, and in 1977 they amounted to 16.2 per cent. Hence, the 
importance of this tier relative to total national savings has been on a 
decline for the past ten years 


b) _Employer-Sponsored Pension Plans 


Recently there has been a series of special reports and studies on 
the subject of pensions and their actuarial status. For example, Sta- 
tistics Canada carries out annual surveys of pension plans (Cat. 74- 
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201). In March 1978 the Financial Executives Institute of Canada pub- 
lished a report on their own survey Of pension plans. As well, there 
have been some newly published books on the subject of pension funding 
in Canada, one by Pesando and Rea, entitled Public and Private Pensions 
in Canada: An Economic Analysis, and one by Geoffrey Calvert, entitled 
Pensions and Survival. 


Statistics Canada data provide a good starting point for an empiri- 
cal discussion on the current status of pensions in Canada. Since this 
report deals with indexing - as it could potentially affect pension 
funds, pensioners, and the financial market - it is important to con- 
Sider the actual dimensions and features of most plans which are cur- 
rently in place. That is, many of the concerns expressed about the 
purchasing power of benefits relate to the empirical realities of the 
plans, their size, their asset composition, their funding situations, 
and the inflation protection built into the funds for the pensioner. 


The Statistics Canada data we refer to cover employer-administered 
pension plans - and included in the employer classification are the var- 
ious levels of governments. As the data in Table 2 illustrate, slightly 
less than 40 per cent of the work-force were members of an employer- 
sponsored plan in 1976. As Statistics Canada notes: 


"The public sector consists of some of the largest plans in the 
country, notably those for the federal employees, the Armed Forces, 
crown corporations and provincial employees...that is, there are 
relatively few plans within the public sector, but they are large 
in terms of employee coverage...The vast majority of the plans (in 
1966) — 14,999 out of 15,600 - were in the private sector and cov- 
ered 2,147,000 persons, 55 per cent of all participants."(page 16) 


The figures in Table 2 illustrate the wide differences in coverage. 
Virtually all public sector employees were covered by pension plans in 
1976, whereas the private sector coverage has been consistently below 40 
per cent of the work-force. (If adjustments are made to exclude the 
self-employed and part-time workers, the proportion approaches 65 per 
cent.) This latter point possibly requires underscoring. That fact 
that fewer than 40 per cent of private sector employees are covered by 
employer-sponsored pension plans has distributive implications for the 
various indexing schemes which have been proposed. As we note in Table 
2, Coverage is greatest in the high wage industries (mining, manufactur- 
ing, construction, and transportation and communications) and in the 
public sector. 


From the perspective of a pensioner seeking protection for his 
stock of wealth during his pre-retirement years and for his income flow 
in his retirement years, his problem can be broken up into two time 
frames - protection of real wealth while he is contributing to his pen- 
sion fund, and protection of wealth (and earnings) after retirement. In 
the pre-retirement years, those members of private pension plans which 
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have formula benefits geared to their income just prior to retirement 
are protected somewhat against inflation. 


Pre-retirement indexing refers to the tying of pension benefits to 
incomes earned, which in turm are assumed to reflect directly inflation 
and productivity improvements. Thus, the pensioner would want to insure 
that the real benefit in year one of retirement has been attained in 
line with price and productivity increases during the individual's work- 
ing life. While no plan specifically allows for full pre-retirement 
indexing for inflation and productivity, since some type of averaging 
formula is generally applied, the following discussion simply illus- 
trates that plans based on the average of highest income provide the 
best pre-retirement protection. 


Table 3 below sets out an average annual earnings series for Cana- 
dian workers between 1957 and 1977. Over that time interval the con- 
sumer price index rose at an average rate of 4.2 per cent per annum. 
Over the five years ending 1977, the index rose an average of 8.9 per 
cent per annum, while in 1977, the consumer price index rose 8 per cent. 


If the pension benefit were based on the final year's work income, 
and assuming that the formula specifies that the pension benefit equals 
40 per cent of that income (2 per cent of earnings for each of the 
twenty assumed years of service), then in this example the retirement 
benefit would be $4,108 per annum —- 40 per cent of the $10,270 amount. 
In this case, it would appear that the plan allows for full pre- 
retirement indexing. However, if during this final year the employee 
experiences some unemployment or underemployment because of general eco- 
nomic conditions, then the benefit would be below the $4,108 figure. In 
effect, economic conditions can offset the apparent full pre-retirement 
index provision of such plans. 


If the benefit is based on an average of the last five years' earn- 
ings, the benefit declines to $3,312 per annum; based on a twenty-year 
income average, the benefit declines to $1,936 per annum. As long as 
wages and salaries increase somewhat faster than the pace of inflation, 
the average of best earnings plan provides the most protection in an 
inflation environment. 


Pre-retirement inflation protection of benefit payments then can be 
improved for the employee if he is able to negotiate collectively either 
a final earnings plan or a highest average earnings plan. Since such 
plans are in existence, and pre-retirement indexing has been provided, 
the question is raised once more as to why negotiated private sector 
post-retirement indexing is not more widespread. 


Alternatively, if Canada were to move into a genuinely deflationary 
period (when actual price levels decline during the working years), nom- 
inal money earnings would be declining, and a_ pensioner's interests 
would be protected best by the lifetime average earnings scheme. 
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The types of employer-sponsored plans in existence have been chang- 
ing in the 1970s, and these trends are evident in the data in Table 4. 
In 1976, 73.7 per cent of the still working members of pension plans 
were covered by defined benefit plans, with some inflation protection 
offered by the high proportion of plans in either the average best earn- 
ings category (52.8 per cent) or the final average earnings category 
(3.2 per cent). Money purchase plans and flat benefit plans accounted 
for 4.7 per cent and 19.7 per cent respectively of the covered employ- 
ees. The number of workers covered by average best earnings plans, a 
plan form offering at present the best form of pre-retirement inflation 
protection, has been rising. In 1960, 34 per cent of the covered work- 
ers were in an average best earnings plans. In 1976 , the proportion 
rose to 52.8 per cent. These plans are among the largest in operation 
and obviously must be favoured by large employers. 


Most of the members of final earnings plans, final average plans, 
Or average of best earnings plans in 1976 were entitled to pension cred- 
its of 2 per cent of earnings for each year of credited work. Member- 
ship in career average earnings plans tended to also earn pension cred- 
its of 2 per cent or more of earnings for credited service. Because of 
the nature of the difference in the numbers covered by career average 
earnings plans and final average or average best earnings plans, the 
change between 1965 and 1976 in the proportion of the work—force earning 
2 per cent or more in benefits per year of service has been greater in 
the career average case. In a nutshell, career average plans provide 
slightly less inflation protection in the working years; as a result, 
the 2 per cent or more benefit criterion has spread more rapidly within 
this group of plans. (See Table 5.) 


The figures presented in Table 4 indicate that flat benefit plans 
accounted for only 6.2 per cent of private employment pension plans in 
1976. Ina flat benefit plan the pensioner earns retirement income on a 
fixed amount of money for each year of service. Some inflation escala- 
tion can be seen in these figures with a greater concentration of higher 
benefit rates over time. (See Table 6.) 


A further recognition of inflation follows from the fact that there 
has been some increase in the number of employer-designed pension plans 
which provide indexed benefits to the employees. According to Statis- 
tics Canada, at a national level there were 141 plans in 1974 which had 
indexed benefits, covering 607,894 workers. In 1976, the number of in- 
dexed plans increased to 171, covering just over one million workers. 
Indexed benefits were available to nearly 27 per cent of the covered 
work-force in 1976. 


Inflation indexing of benefits is largely a public sector fact of 
life, however, since 53 per cent of covered public sector workers are 
protected by indexing, while less than 5 per cent of the private sector 
workers had indexing made available to them. The inflation escalation 
protection is not uniform, but as Statistics Canada notes: 
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"In recent years there has been a trend towards a higher ceiling 
which in some cases went up to 8 per cent or 10 per cent. A sig- 
nificant variation to this pattern has been the complete lifting 
of the ceiling to tie escalation directly to the full consumer 
price index." (page 54) 


Ad hoc indexing occurs as a number of employers periodically review 
their pension programs in the light of the inflation erosion of bene- 
fits. Thus, the Financial Executives Institute, in a survey published 
in March 1978, notes that 56 per cent of the employers they contacted 
undertook ad hoc adjustments, and only 5.4 per cent of employers indexed 
pension benefits according to a published formula. 


According to Statistics Canada, the pattern of employee contribu- 
tion rates has remained fairly fixed in the past decade. 


"At the beginning of 1976 nearly 60 per cent of the members of all 
contributory plans were required to contribute between 5 per cent 
and 6.99 per cent of earnings, compared with 61 per cent in 1965. 
Within the range the most common rate was 5 per cent of earnings 
which applied to 27 per cent of the members of all contributory 
plans, followed closely by 6 per cent of earnings applied to only 9 
per cent of all members, with the greatest concentration at the 4 
per cent level." 


According to the series of surveys of total labour cost in Canada, 
undertaken by Statistics Canada and summarized by K.J. Harwood in an ar- 
ticle in the January 1977 issue of The Canadian Statistical Review, 
"about one-third of the private pension plans are ‘integrated' with the 
CPP-OPP. It should be noted that while one plan in three is integrated, 
nearly three-quarters of all members are in these plans. Each time the 
earnings base for the CPP-OPP rises, there is an increase in contribu- 
tions to those plans resulting in a corresponding decrease to private 
plans." This interrelationship between employer-sponsored pension plans 
and CPP-QPP system is important to keep in mind when evaluating the 
various schemes that have been put forth. Moreover, the relative impor- 
tance of employer contributions to pension plans varies across indus- 
tries, as does the coverage of these plans. 


Table 7 shows that in firms and institutions in which private pen- 
sion schemes exist, employer contributions varied between 1.5 per cent 
in the trade industries, and 5.1 per cent for teaching and academic 
staff in educational institutions of total labour compensation. In man- 
ufacturing and mining, the proportion was about 2 1/2 per cent, although 
this figure applied to the early 1970s. The relative importance of em- 
ployer pension contributions to total labour compensation tends to be 
rather small in firms with private pension plans and hence there seems 
to be some room for absorption of the additional costs stemming from 
post-retirement indexation of benefits. 
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c) The Private Savings Tier 


In 1977, net personal savings were $14.9 billion or 10.7 per cent 
of personal disposable income. This volume of net Savings represented 
an almost 5 1/2-fold increase in nominal terms in the volume of personal 
Savings since 1968. (In real terms, net personal savings in 1977 were 
2 1/4 times as large as in 1968.) Gross savings, including capital con- 
sumption allowances and miscellaneous valuation adjustments, totalled 
just under $22 billion in 1977. In 1976, net personal savings totalled 
$13.6 billion and gross savings $19.8 billion. In that year, according 
to Statistics Canada (Cat. 74-401), there were approximately 1.1 million 
registered retirement savings plans in effect and the total contribu- 
tions surpassed $1.5 billion or 11.2 per cent of total net Savings (7.7 
per cent of total gross savings in that year). Combined employee and 
employer contributions to funded employer-sponsored pension plans to- 
talled an additional $3.4 billion in 1976. This represented 24.9 per 
cent of total net savings in 1976 and 17.1 per cent of total gross 
Savings. 


Thus, in total, contributions for registered retirement plans and 
funded employer-sponsored pension plans represented only 36.1 per cent 
of total net personal savings in 1976. The bulk of the Savings went 
into financial securities, which represented planned additions to wealth 
to finance retirement income as well as to provide for endowments to be 
passed on to following generations. 


If one adjusts the net personal savings figure in 1976 to include 
the tax contributions used to finance the Old Age Security system as 
well as the contributions to Canada Pension Plan and Quebec Pension 
Plan, one derives an adjusted net savings figure of $20.1 billion in 
1976. Of this adjusted basis, employee and employer contributions to 
funded employer-sponsored pension plans equals 16.9 per cent of net 
Savings, tax contributions to the OAS 21.4 per cent, and payments to the 
CPP-QPP, 11 per cent. 


In total then, fixed savings for government or employer pension 
Schemes amounted to 54.2 per cent of the adjusted net personal savings 
in 1976. Thus, in 1976, approximately 46 per cent of the flow of total 
adjusted net savings was left to the discretion of the individual. In 
Table 8 we can observe that a large proportion of the gross savings of 
individuals and unincorporated businesses was directed towards the 
Chartered banks and the near banks throughout the period 1975 to 1977. 
Deposits in the banks and near banks represented in 1977 just over 74 
per cent of total gross savings, or just under 52 per cent of total net 
lending by individuals and unincorporated businesses. Canada Savings 
Bonds are also an important medium for savings. Contributions to life 
insurance plans and pension plans amounted to just under 33 per cent of 
total gross savings in 1977, and just under 23 per cent of total net 
lending. 
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For the purpose of this study, it is interesting to note the dra- 
matic increase in the personal savings rate over the past decade. In 
1968, and indeed until 1971, the personal savings rate (net personal 
Savings as a ratio of personal disposable income) averaged between 5.3 
and 5.8 per cent. In 1972, mirroring the acceleration in the rate of 
inflation, (see Table 1) the personal savings rate rose, peaking in 1975 
when the consumer price index rose 10.9 per cent. The savings rate has 
remained at a very high level since 1975. 


Several factors could account for the parallel increases in the 
personal savings rate and the rate of inflation. Changes in the tax 
system which provided a role for registered retirement savings plan con- 
tributed to the sharp increase in the personal savings rate since 1971. 
But also of importance has been the impact of higher rates of inflation 
on the long run savings and wealth accumulation decisions of families. 
That is, in the 1970s, the coincidence of higher rates of inflation with 
the generally higher rates of unemployment created a mood of extreme 
uncertainty. This apparently resulted in many more individuals deciding 
to save for the so-called rainy day. 


Indeed, the importance of the latter two factors - the uncertainty 
effect and the declining wealth effects of higher rates of inflation - 
in generating higher levels of personal savings and savings rates, has 
been empirically documented in the study by David Howard, published in 
the November 1978 issue of The Review of Economics and Statistics. 
According to Howard, (Page 554) "this paper has detected several ways in 
which inflation influences the personal savings rate. First, and most 
generally, there is the indirect effect by way of its influence on the 
real value of net liquid assets...The results reported in this paper on 
the relation between inflation and personal saving indicate that infla- 
tion tends to encourage personal saving, both through direct uncertainty 
effects and through indirect channels, such as the real balance effect. 
The results reported here indicate as well that inflation is not the 
only variable that affects saving behaviour through uncertainty effects, 
Since in Canada, Germany, the United Kingdom, and the United States, 
unemployment variables also have positive effects on personal savings." 


Howard's findings, as well as the clear parallel movements between 
inflation rates and personal savings rates, suggest some scope for a 
life cycle explanation of savings decisions when a large proportion of 
total net personal savings is left to the discretion of individuals. 
Individuals do appear to alter their savings decisions relative to their 
inflation fears, as well as relative to their retirement needs. This 
premise is postulated by the life-cycle model, a model that we will dis- 
cuss in detail in Section 5 of this study. 


In effect then, adjustments to inflation in terms of savings for 
retirement income do appear to be made by individuals, and this is an- 
other critical factor to be kept in mind when evaluating the various 
proposals relating to indexation that have been put forth. 
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Table 3 
Pension Benefits Credited in Pre-Retirement Years 


a 
Average labour income per employee __ Annual percentage change 


(Dollars) (Per cent) 

L957 2,477 

1967 3,942 19 
1973 6,242 10.0 
1974 7,104 13368 
1975 Gro2 16.6 
1976 OF ke 14.8 
Loy 107270 8.0 


SS a ee ee eee ee Oe es ee ee ee 


Benefit payment based on 


1. Average Income 1973-1977 -40 x $8,282 = $3,312/annum 
2. Average Income 1957-1977 -40 x $4,841 = $1,936/annum 
3. Final year Income 1977 -40 x $10,270 = $4,108/annum 
4. Highest Income 1977 -40 x $10,270 = $4,108/annum 


Source These figures are calculated from Statistics Canada data on 
total labour income and total employment. The assumed benefit 
formula is 2 per cent of earnings for twenty years of service. 
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Table 5 


Benefit Rates in Unit Benefit Plans with Membership by Earnings Base, 
1965, 1970, 1974, and 1976 


Benefit rate group 1965 1970 1974 1976 
(Per cent) (Per cent) (Per cent) (Per cent) (Number) (Per cent) 
Members in final, final average, and average best 


earnings plans 
nn ee 


Less than 1 Aus -6 od 13,886 6 
i - 1.24 7.6 o> 6.8 797376 3.4 
1.25 - 1.49 5) 320 iad) S177530 cre, 
L500 =" 10°74 SO 6.2 8.9 122,054 556 
1.75 - 1.99 =i Pee 1.9 44,473 2.0 
2 and over 65.8 Ve 74.8 1,742,720 79.6 
Variable by sex oer a2 Ae Zao 26 Ads 
Other - 553 5.0 109,442 5.0 
Total 00% 0 100.0 100.0 27192, 2042— 100.0 


. Le eee — 
Members in career average earnings plans 
NEES AN Career average earnings plans 


Less than 1 Les 43) 1.6 327765 4.8 
1 - 1.24 6.8 6.6 6.2 227018 SNS) 
1.25 = 1449 3.6 Lay 59 Cl 7b 1EA18) 
1.50 - 1.74 3ite2 19.4 1435 92 ocr lo. 
1.75 - 1.99 15.6 LOS 9a2 61,617 9.0 
2 and over 2985 49.0 60.3 423;,508 99 6201 
Variable by sex 1055 04 #2 1,099 we 
Other ~ A bei eit 41,449 Oak 
Total 100.0 100.0 100.0 682,343 100.0 
Total 
Less than 1 4 ALS 10 46,651 1.6 
a - 1.24 Jes: 8.5 6.7 98,189 3.4 
Ps25°— 1,49 4.7 eal Iss 88,101 Sy! 
io0F=— 1.74 I8s5 HOSS 1033 PANE SY fs) eS 
1.75 — 1.99 O22 4.2 3.9 106 ,090 oy! 
2 and over 52.3 65.4 70.8 272OGyz2co" 1564 
Variable by sex 9.6 <3 a2 4,022 ol 
Other - 7.4 5.6 1507691 spy? 
Total 100.0 100.0 100.0 2,014,047) 100.0 


QS nS an a a ee Ee ee 
Source Statistics Canada, Pension Plans in Canada, 1976, Cat. 74-401, 
p. 40. 
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Table 7 


Employer Contributions to Private Pension Plans as a Percentage of Total 


Labour Compensation in Canada, Selected Industries and Periods, 1970- 
1975 


— eee ee ee 


(Per cent) 

Manufacturing (1971) 2:5 
Mines, quarries, and oil wells (1972) 2.6 
Finance, insurance, and real estate (1970) 36 
Transportation, communications, and other utilities (1970) 4.5 
Trade (1972) eS 
Education, libraries, and museums (1974) 
Teaching staff Seb 
Non-teaching staff PN 
Services to business management (1975) 2<0 


Source Statistics Canada, Labour Costs in Canada, Cat. 72-610 to 
72-617. 


3. INFLATION: SOME IMPORTANT PRINCIPLES 
a) The Neutrality of Inflation - The Macro-economic Perspective 
eS the Macroeconomic Perspective 


Conventional economic models usually postulate that, over a long 
enough time interval, the pace and pattern of real economic activity are 
independent of the rate of inflation. That is, over a sufficiently long 
time period, the prices of all goods or services produced in an economy 
will increase proportionately, money wages will escalate at the sum of 
the average rate of inflation and prevailing labour productivity growth, 
while other factor incomes - interest payments, dividends, rents, and 
profits - will increase at the same rate as total labour income. 


Thus, in a mythical long-run stationary state economy, inflation 
remains Only a monetary phenomenon. Monetary policy and the resulting 
inflation are neutral for the economy. Both money and inflation remain 
a veil to the real economy; real economic growth remains separated from 
the rate of inflation - and is solely dependent upon the rate of growth 
of technical progress and the labour force. Real economic decisions are 
affected only by real economic factors, such as real wages, real inter- 
est rates, real savings, and investment decisions. 


This classical dichotomy between money-induced inflation and the 
real economy extends very neatly into the financial markets as well. 
That is, if the prices of all assets and liabilities Change in the same 
proportion, then the change in the general level of prices has no finan- 
cial impact as well. Everybody's real financial position would remain 
static as long as real economic growth was steady and the rate of infla- 
tion itself was perfectly reflected in the prices of all financial 
assets and liabilities. Thus, in the classical stationary state, the 
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market system automatically works as an indexer for goods, services, 
assets, and liabilities to compensate for inflation movements. 


Yet most laymen will maintain correctly that the real returns to 
financial assets - the important factor in pension fund calculations - 
are affected by inflation, even over longer intervals of time. More- 
over, the layman will often state that the rates of inflation of dif- 
ferent commodities or services that are purchased do not converge in a 
short period of time. 


The sensible layman will point out that non-neutrality takes sev- 
eral directions. On the one hand, over a relevant planning horizon(2), 
it seems absurd to claim that the rates of change in the prices of dif- 
ferent commodities or services are uniform. Indeed, from the budgeting 
perspective, the public points to many non-uniform examples since 1973, 
particularly energy, food, and real estate prices.(3) As well, savings 
which are accumulated in financial assets, such as fixed income bonds, 
and which are not continuously turned over, suffer capital losses when 
inflation accelerates and experience capital gains when inflation 
decelerates. 


Thus, it is not surprising that the layman finds it difficult to 
accept the appropriateness of the long-run inflation neutrality argu- 
ment. Economists often seem to argue that an individual should be com- 
pletely indifferent between an 8 per cent rate of inflation and/or a 2 
per cent rate of inflation, as long as that individual's money earnings 
are advancing faster than the pace of inflation and savings are earning 
a positive real return. To restate this proposition in a more rigorous 
manner, it is assumed that individuals should be indifferent to in- 
flation as long as it is correctly anticipated and alternatives are 
available for protecting purchasing power against the expected rate of 
inflation. 


As noted, non-economists are understandably impatient with this ar- 
gument for a variety of reasons. Nevertheless, part of the difference 
in interpretation by non-economists relates to how long a time horizon 
is taken up with the "long-run" solution. We have sympathy for the 
practical problems which must be faced in the real world of variable 
rates of inflation, capital losses, and limited financial instruments 
available to protect savings. Thus, while in theory the position that 
over a sufficiently long time period inflation is neutral is irrefuta- 
ble, in practice it is not terribly useful to policy-makers. 


Associated with the traditional economic theory that inflation is 
neutral over the long run is another argument that postulates that in 
the long run, inflation is a monetary phenomenon. That is, the rate of 
inflation is determined by the rate of expansion of the money supply 
Over and above the real growth of the economy. In the long run the real 
growth of the economy, as we have noted above, is independent of the 


rate of growth of the money supply; however, neoclassical economists do 
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admit that in the short run the real growth rate of the economy can be 
influenced to a rather dramatic degree by the growth of the money sup- 
ply. Thus, neoclassical economists admit that in the short run there 
can be some trade-off between the rate of inflation and the level of 
unemployment, but in the long run, no such trade-off can exist. 


The implication of this is that over a short period of time, if the 
government desires to reduce the level of unemployment below the so- 
called "natural rate,"(4) it can do so temporarily through an expansion 
of the money supply beyond the rate necessary to maintain price stabil- 
ity. However, as a consequence of this policy move, the rate of infla- 
tion will begin to increase and over time, if the government insists 
upon keeping the unemployment rate below the natural rate, it will be 
forced into ever-increasing expansion of the money supply, accompanied 
by accelerating rates of inflation. Eventually the government would 
have to abandon its policy, the unemployment rate would return to the 
natural position, but the resulting equilibrium level of inflation would 
be much higher than the initial equilibrium rate. Hence, in this par- 
ticular example, the main result of effecting a temporarily lower unem- 
ployment rate is a higher, but eventually stable, rate of inflation. 


The previous discussion on the neutrality of inflation suggested 
that individuals should be indifferent between different rates of in- 
flation, as long as they are stable over time. However, this example 
illustrates that, while it is possible to have different stable rates of 
inflation at different points of time, during transitionary periods the 
rates of inflation can increase - and the consequences of this accelera- 
tion are rather dramatic for debt instruments. While the rate of inter- 
est will tend to increase to reflect the higher rates of inflation, the 
yields on old debt will rise only as the value of that debt declines. 


Hence, in this example, when the rate of inflation increases from 
one level to a higher and eventually stable level, holders of old debt 
will suffer a rather dramatic capital loss during the transition period 
- and as well in equilibrium. Thus, while individuals should be indif- 
ferent between two different but stable rates of inflation, they cannot 
be indifferent to two different but stable rates of inflation if one 
follows upon another as a result of government policies. The possibil- 
ity of these so-called equilibrium rates of inflation rising over time 
is quite likely, and as we note in the following section, this appears 
to have been the case in Canada and in the United States. 


Returning to the proposition that the rate of inflation in the long 
run is determined by the rate of expansion of the money supply, there 
are the associated problems that are created by external shocks - such 
as the OPEC price increases, agricultural supply shortages, etc. These 
external, non-monetary events can result in a boost in the national rate 
of inflation; as well, such shocks can provide deflationary real eco- 
nomic pressures leading to higher levels of unemployment. In the ab- 
sence of any monetary policy changes, such as money supply increases to 
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validate the higher inflation rates, the unemployment rate would rise 
and eventually this would bring about a decline in the rate of inflation 
back to the pre-shock equilibrium level. 


But when the central bank validates the higher shock-induced rate 
of inflation in order to minimize the employment losses, one could argue 
that there is a social responsibility on the part of the government to 
assist also those individuals who are hurt by the higher rate of 
inflation. 


In effect, in circumstances where external shocks suddenly increase 
the rate of inflation, and that higher level of inflation is sustained 
through public actions, government policies assist some individuals who 
would otherwise be unemployed - but at the cost of hurting others who 
might be living off fixed incomes, most notably pensioners or their de- 
pendants. While the validation of the higher inflation rate might sta- 
bilize that higher pace to become the new equilibrium rate, it clearly 
has negative consequences on the financial market and holders of debt 
instruments. Thus, there appears to be a case here which justifies a 
role for government involvement in the indexation of post-retirement 
pensions and assisting private companies to offset the capital losses 
incurred by their pension funds, stemming from the increase in the equi- 
librium rate of inflation. In essence, if the higher rate of inflation 
is government-induced, then governments should compensate the losers - 
in this case, recipients of fixed incomes. 


There also appears to be some evidence, based on cross-section in- 
ternational inflation comparisons, that higher average rates of infla- 
tion are associated with greater inflation variability. Since greater 
variability can be translated into greater uncertainty, this has a neg- 
ative effect of increasing the average errors involved in short-term 
inflation projection. As Edward Foster has noted, "if higher rates of 
inflation mean more variable rates, anticipation can never catch up; the 
average error in anticipation will increase and so, barring costly 
changes in contracts, must the average extent to which income and wealth 
are being redistributed by unanticipated changes in inflation."(page 
396) 


Foster provides some corroborative evidence to support the conten- 
tion that a distinct correlation exists between inflation rates and the 
variability of inflation among twenty-three industrial countries. Among 
the evidence cited are the statistics summarized in Table 9. 


The greater variability of inflation and higher rates of inflation 
will result in greater risks being associated with the holding of debt 
instruments and equities, and hence will tend to lower the real rate of 
return on these instruments. Moreover, in the short term, the greater 
variability will tend to have depressing impacts on investment spending 
and consumer spending and will, therefore, generate some short-term de- 
flationary effects on the economy. In effect, the validation of higher 


66 


rates of inflation brought about by external shocks or attempts to buy 
some lower levels of unemployment in the short term, only at the expense 
of a resulting higher equilibrium rate of inflation, will have some 
rather important non-neutral consequences for the economy. Thus, the 
rather straightforward argument that an individual should be indifferent 
between two different rates of inflation does not hold up when one con- 
Siders how the economic system moves from one equilibrium rate of infla- 
tion to another, and when one considers that there is a large stock of 
debt instruments outstanding in the economic system which were origin- 
ally issued at a variety of different inflation rates. 


b) Measurement and Stability of Inflation 


There is the additional important concern about what particular 
index should be used to measure the rate of inflation. 


It is quite possible that different rates of inflation may result 
from the use of the different price indexes and, indeed, that the rates 
of inflation which may be pertinent to one group may not be applicable 
to another. This results from the fact that the spending patterns of in- 
dividuals, families, businesses, and governments are not the same, while 
the composition of goods and services used in the construction of the 
most common price indexes also can differ dramatically. 


For example, it has generally been assumed that, if a separate con- 
sumer price index were to be constructed for low income families, the 
recorded rates of inflation experienced by low income families would 
have been significantly higher than the rate of inflation experienced by 
middle class families over the past five-year period in Canada. In 
fact, such an exercise was conducted recently by Statistics Canada and 
reported in its April 1978, Canadian Statistical Review. This article 
notes that although the present consumer price index (CPI) is most ap- 
plicable to middle income families, the rates of inflation generated by 
this index were almost identical to the rate recorded by a revised CPI 
based on the spending patterns of low income families in Canada. Indeed, 
over the period June 1973 to June 1977, the consumer price index for the 
official target group recorded an average annual increase of 9.3 per 
cent, while the consumer price index for low income families registered 
an average annual increase of only 9 per cent. 


This similarity in the movement of the two price indexes reflected 
the fact that, "over the period as a whole, food prices rose more than 
other prices; this, other things being equal, would result in a higher 
all-item series for the low income group which spends relatively more on 
food than the official target group. However, the impact of food was 
offset by the fact that the price increase for shelter was higher for 
the target group than for the low income families. This in turn results 
from the situation in which (a) the price of home ownership has been 
escalating much faster than that of tenancy, and (b) home ownership is 
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more important to the target group than tenancy and vice-versa for low 
income families."(Page 11) 


This exercise suggests that although the consumer price index is 
geared to a specific group in Canada and not generally applicable, the 
errors that result from using the rates of inflation as measured by the 
consumer price index for other demographic groups are not likely to be 
serious, even over long periods of time. (5) 


While the results of the study by Statistics Canada tend to be 
reassuring, at least with regard to the validity of the consumer price 
index for various demographic groups, this does not mean that the con- 
sumer price index is a relevant index for other sectors. - the business 
sector, the government sector, and within the business community for 
individual business firms. For example, if one compares the movements 
of the consumer price index and the GNE (Gross National Expenditure) 
price deflator since 1971, one will find both a sharper acceleration in 
the rate of inflation, as measured by the GNE price deflator, with the 
rate of inflation peaking at Just under 15 per cent in 1974 and a cor- 
respondingly sharper deceleration of the rate of inflation, according to 
this index. Over the entire 1971 to 1977 period,the GNE price deflator 
has increased at an average annual rate of 8 per cent. This, compared 
to an average annual rate of 7 per cent of the consumer price index and 
the cumulative increase for the GNE deflator, was just under 71 per 
cent, as compared to just under 61 per cent increase for the consumer 
price index. Hence, over a relatively short period of time there are 
rather large differences that result in the overall rates of inflation, 
as measured by the consumer price index and the GNE price deflator. 


Furthermore, there are some problems in determining whether the 
rate of inflation actually peaked recently in Canada, and whether or not 
there is a distinct downward trend in the rate of inflation at present. 
The trend of inflation again is important for pension fund managers who 
need to forecast future movements in debt instrument yields and equity 
prices, and as well for the use of the excess interest model. 


The figures in Table 10 include two other price indexes, in addi- 
tion to changes in the consumer price index and the GNE price deflator. 
The rationale for the two other indexes presented in Table 10 has been 
provided by Mr. A. Meguerditchian, the head of the analysis section of 
the GNP division of Statistics Canada in his article in the April 1976 
issue of The Canadian Statistical Review. 


"The rapid price increases of the last three years have obviously 
been an international phenomenon, a fact which is frequently al- 
luded to but which appears to have received little quantitative 
analysis in terms of its effects on the measurement of Canadian 
prices. However, given the exceptionally high rates of change in 
foreign sector prices in the past few years, and given the impor- 
tance of external trade to the Canadian economy, it is essential 
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that export prices be taken into account when increases in the GNP 
index are analyzed...When measures of demand prices such as the 
final domestic demand deflator and the consumer price index are 
considered, it is often important to determine how much of a given 
price increase is due to Canadian production prices and how much 
import prices." (Page 5) 


Consequently, the price index entitled GNE ex exports attempts to 
eliminate the impact of foreign pressures on the GNE price deflator. 
Since exports are sold on international markets, the prices of the ex- 
ports are most sensitive to these international pressures. The price 
index entitled domestic demand is equal to the GNE ex exports deflator 
plus imports. This index takes into account the effect of domestic 
production, as well as imports on the prices of goods and services pur- 
chased by Canadians. 


In comparing the movements of these various indexes, we find that 
for the CPI, the last peak in rate of inflation occurred in 1974-75, for 
the GNE price deflator in 1974, for the GNE ex exports in 1976, and for 
the domestic demand deflator, in 1974. Moreover, with the exception of 
the consumer price index, the remaining three display a downward trend 
in the rate of inflation, at least between 1976 and 1977. The rate of 
inflation in 1977 ranges between 6.1 per cent and 8 per cent. Hence, 
although there is much discussion about the rate of inflation, there are 
obviously several measures of the rate of inflation, each of which is 
appropriate for a specific group or circumstance. The various measures 
that can be used to calculate rates of inflation do experience different 
movements over time. 


Furthermore, most indexes are assumed to overestimate somewhat the 
true pace of inflation because of quality improvements which cannot be 
captured completely in the price series. (For example, consider the 
quality improvements in automobiles, medical services, transportation 
systems, etc. that have emerged over the past quarter-century. Ina 
nutshell, the commodity or service base is never completely identical in 
future periods to what it was in the past.)(6) In addition, the per- 
iodic revisions in the weights used in the construction of the various 
indexes - revisions that are made necessary because of different rela- 
tive price movements, as well as changing composition of expenditures - 
also result in some changes in the rates of inflation. For example, 
Ryten and Wells, in their article in the August 1975 issue of The 
Canadian Statistical Review, compared the growth rates of real GNP and 
implicit price deflator using the GNE deflator, based on the old 1961 
weights and the new 1971 weights. Over the period 1971 to 1974, they 
found that the new 1971 weights resulted in a reduction in the average 
annual growth rate in real GNP of 2/10 of 1 per cent per year, or a 
cumulative reduction of 7/10 of 1 per cent in the overall growth rate. 
In terms of the rate of inflation, as measured by movements in the GNE 
price deflator, the new 1971 weights resulted in an increase of 37 1020L 
1 per cent in the average annual rate of inflation between 1971 and 
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1974. This was a cumulative increase of nearly one percentage point 
over that period, as compared to the rates of inflation using the 1961 
weights. Obviously then, one must be very careful in the selection of a 
price index and the use of this price index as it relates to the whole 
issue of indexing post-retirement pensions. 


As a footnote to this section, we suggest that CPI still appears to 
be the most appropriate index to be used to determine the degree of 
escalation of post-retirement incomes, as this index measures the actual 
price increases faced by individuals. While the CPI represents an 
appropriate price series from the perspective of the individual, from 
the firms' point of view, the cost of living changes may or may not be 
identically mirrored in rising selling prices for its commodities or 
services. 


c) Inflation and Market Rates of Return 


(i) Expected and Unexpected Inflation, Anticipated and Unanticipated 
Inflation 


It is necessary to make a distinction between expected and unex- 
pected inflation and anticipated and unanticipated inflation.(7) Infla- 
tionary expectations can be either correct or incorrect. A correctly 
perceived inflation rate is perfectly expected. For example, if the 
prevailing 7 1/2 per cent rate of inflation in 1978 rises to 10 per cent 
by 1979 and 12 1/2 per cent by 1980 and these successive 2 1/2 percen- 
tage point increases in the rate of inflation in 1979 and 1980 are 
correctly perceived or expected, then this should result in a lender 
demanding compensation for the accelerated price erosion of his capital. 


But a path of inflation which is correctly expected may still pres- 
ent problems in that a distinction must be made between the ability or 
inability of the lender to find a means of protecting his income or 
wealth position. For example, in the recent period of accelerating 
inflation, the typical Canadian has had few options for protecting his 
Savings against inflation - although housing prices have tended to 
exceed the general rates of inflation. But in terms of money market 
instruments, the rates of return available to small lenders through the 
banking and financial system have not compensated for expected rates of 
inflation. An accurate expectation of future inflation need not mean 
that it is completely anticipated. Indeed it is the frustration of 
correctly expecting inflationary change but being in no position to 


anticipate it through adjustments which has a lot to do with the frus- 
trations in our society. 


In summary, if the prices of all goods, all services, all assets, 
and all debts were to move together in the same proportion, the changes 
in the general level of prices would have no real economic significance. 
Everybody's real economic income and wealth position would be protected 
in that the real financial positions would remain static or constant. 
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Yet since the commodity price changes tend to occur at different rates, 
and over a practical time horizon, there is no reason why all forms of 
assets and liabilities should increase in price at the same rate. 


(ii) The Classical Relationship between Inflation and Market Rates of 
Return 


Classical economic principles generally state that the real return 
to different types of investments, both physical and financial, is inde- 
pendent of the pace of inflation. At the core of this hypothesis is the 
theoretical argument that the nominal return will adjust to changes in 
inflation so as to maintain the underlying real rate of return. The 
basic classical proposition relating inflation to its impact on assets 
is commonly attributed to Irving Fisher who concluded that the nominal 
interest rate in the capital market fully adjusts to movements in future 
expected inflation rates. This conclusion remains at the core of much 
of modern economic analysis today. 


This proposition, which is still widely used and accepted in mone- 
tary finance, and macro-economic theory, has also been extended to re- 
turn to equities as well as fixed income securities. At this juncture 
we will deal with two basic securities in a hypothetical portfolio; 
securities with a fixed dollar coupon but a variable market price and 
equities which pay dividends and have a variable market price. 


Thus extended into either the bond or common stock market, the orig- 
inal classical principle is that either instrument may be viewed as a 
hedge against inflation in that the nominal yields will rise in propor- 
tion to revisions in inflationary expectations. The respective real 
rates of return for equities or fixed income bonds will be independent 
of the expected rate of inflation. There is an important distinction 
which economists make between expected and unexpected inflation. The 
former represents correct perception and would indeed immediately impact 
through lender's and borrower's behaviour in the market-place; the lat- 
ter would impact on the yield structure, but only with some time delay. 


An algebraic and numerical example of the operation of the Fisher 
principle is included here. If lenders and borrowers hold the same 
price expectations, then the market or nominal rate of interest (i) will 
equal the real rate of interest (r) plus the expected annual rate of 
2e ; 
inflation (p-) during the planning horizon. 


Thus the Fisher principle holds that in equilibrium: 


i=r+p (V1) 


Equation (1.1) can be rewritten to account for a lagged adjustment of 


nominal yields to expected inflation, where the adjustment factors are 
Said to be greater than zero but less than unity. As well, the princi- 
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ple can be rephrased in terms of a real after-tax rate of return, where 
the applicable marginal tax rate (t) is used. Therefore: 
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where (b) represents a coefficient of adjustment. If one assumes in- 
stantaneous adjustment, that is b=l, then the nominal rate of interest 
required to generate the same real after-tax rate of return, regardless 
of the rate of inflation is: 


eee TOAD anes 


In a world of no taxes, and instantaneous adjustment to inflationary 
expectations, a 1 per cent increase in the rate of expected inflation 
results in a 100 basis point rise (or 1 percentage point) in the market 
rate of interest. If expected future inflation rises from 3 per cent to 
4 per cent, with the underlying real rate of return remaining at 2 per 
cent, then the market rate of interest would rise from 5 per cent to 6 
per cent. 


In a world of taxes, when the level of inflationary expectations 
rises, the nominal rate of interest must increase more than proportion- 
ately. For example, with a marginal tax rate of 50 per cent, the nom- 
inal rate of interest in the above example would have to rise by two 
percentage points. 


This key point needs underscoring. The increase in the level of in- 
flationary expectations should, in a fully anticipated way, be followed 
by a more than proportionate rise in market interest rates.(8) But the 
essential principle remains intact; financial instruments should be a 
hedge against inflation in that nominal yields reflect any changes in 
inflationary expectations. This neutrality only holds in the case of 
new financial investments. We point out below that the fixed income in- 
vestments which are held to maturity in a rising inflation environment 
do not yield the same opportunities. 


The application of the Fisher principle to equities follows ina 
similar fashion. As Zvi Bodie notes in an article in the May 1976 
Journal of Finance: 


"Economic theorists have long considered common stocks an inflation 
hedge in this sense because stocks repesent ownership of physical 
capital whose real value is assumed to be independent of the rate 
of inflation. This independence implies that a ceteris paribus 
change in the rate of inflation should be accompanied by an equal 
change in the nominal rate of return on equity. Indeed this view 
is most commonly expressed in somewhat looser terms as a positive 
correlation between the nominal rate of return on equity and the 
rate of inflation." (Page 460) 
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Despite the popular notion of the 1960s that real return to common 
Stocks was protected against inflation, the empirical observation that 
this has not been the case has been discovered recently in the economic 
literature. There has been a spate of articles published in leading 
journals to support the fact that the real value of equities is affected 
by the rate of inflation. This literature has several dimensions - the 
theoretical framework and the empirical observations. As noted earlier, 
classical economic principles imply that the current money value of (un- 
leveraged) equities should rise in proportion to rates of inflation. 
But a host of institutional and other factors helps explain why equities 
have not been an effective hedge against inflation. As John Lintner 
notes in a May 1975 Journal of Finance article, in times of inflation, 
real return to equity ownership is impaired by 


"specialists - involving such matters as inability to maintain 
profit margins in the face of rising labour and material costs, the 
use of fifo instead of lifo accounting methods and the insistence 
on the use of historical rather than replacement costs for fixed 
assets both in accounting dogma and tax law - are seriously incom- 
plete (however important they may be in practice). Even if all 
these impairments of real return in times of inflation were com-— 
pletely eliminated by the use of replacement cost depreciation and 
lifo accunting for inventories, and even if real profit margins and 
rates of growth in unit sales are always maintained, a company's 
relative dependence upon outside financing will necessarily be 
higher the higher rate of inflation, whether expected or unantici- 
pated. Moreover, this greater relative dependence on outside 
financing required by an increase in realized inflation during any 
period will necessarily reduce the value of outstanding equity, and 
consequently also reduce the real rate of return realized on 
equities during the period. These results hold whether new equity 
or added debt is issued to meet the added financing required to 
maintain real rates of growth in the face of either an unexpected 
spurt of inflation or higher rate of fully anticipated inflation. 
These adverse effects of an increase in expected rates of future 
inflation on equity values and on real holding-period returns dur- 
ing the transition period from one rate of inflation to a higher 
rate, however, will be greater than those of an equally large in- 
crease in unanticipated 'transient' inflation." (Page 269) 


Recent empirical finance literature has been quite clear on the 
point that common stocks have not served as a hedge for inflation for a 
rather long period of time. Once again Lintner cites his own and other 
research to back up this point for the U.S. market. 


Studies undertaken in Canada appear consistent with the U.S. find- 
ings vis-a-vis the negative correlation between inflation and real rates 
of return to equities. Indeed, in his study Pesando summarized five 
recent studies which support this empirical conclusion. Needless to 
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say, the five studies indicate that realized inflation and expected and 
unexpected inflation depress the real returns to common stocks. 


While various studies have demonstrated that equities have not been 
a good hedge against inflation, particularly in the recent period of 
accelerating inflation, studies on the adequacy of debt instruments have 
demonstrated that over the period of slow growth of the rates of infla- 
tion, 1959-1971 (see the study by Carr, Pesando, and Smith 1976), nomi- 
nal yields have increased on about a one-for-one basis with the increase 
in the expected rate of inflation. The study by Carr et al., however, 
did not find that the nominal rate of interest increased more than pro- 
portionately to the increase in the expected rate of inflation as would 
be suggested by the Fisher principle in a realm of positive tax rates. 
There have not been any other studies that examined the relationship be- 
tween return on debt instruments and inflationary expectations covering 
the period since 1972 to the present. We would expect that during this 
period there has been most likely a less than one-for-one increase in 
the nominal return relative to changes in expected rate of inflation. 
Most likely the nominal return has lagged behind changes in the expected 
rate Of inflation. Indeed, in the study by Carr et al., there was not 
an instantaneous adjustment in the nominal interest rate to changes in 
inflationary expectations, but rather, there was a lagged adjustment 
that extended upwards to three years. 


Furthermore, even if the nominal yields on debt instruments do in- 
crease proportionately to changes in the level of inflationary expecta- 
tions, during periods of accelerating inflation, (or increases in the 
long-term equilibrium rate of inflation), holders of long-term debt in- 
struments will experience a rather substantial decline in the capital 
value of these assets. Indeed, they will only be able to earn the higher 
nominal yields, and thus a constant real rate of return, if they turn 
Over their assets and purchase newly issued debt instruments - but this 
turnover will result in portfolios actually suffering a capital loss. 


Hence, while the Fisher principle is theoretically correct, in 
practice yields do not adjust instantaneously to changes in inflationary 
expectations, and moreover, substantial capital losses can occur in the 
process of rolling over one's assets in order to keep abreast of the 
higher nominal yields resulting from higher rates of inflation. 


There is one further point which requires clarification. The in- 
flation adjustment clearly does not hold well in the short run, particu- 
larly when one recognizes the administered nature of short-term interest 
rates in Canada, and the specialized features of other rates, such as 
mortgages. While the Fisher principle is perfectly consistent with sup- 
ply and demand explanations for interest rate movements, active market 
participants are understandably impatient with explanations that seem to 
ignore other non-inflation related factors which determine the supply 
and demand for funds in a particular market. 
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Thus, for all practical purposes during a short-term transition 
period, one should expect a rather loose relationship between nominal 
yields and levels of inflation. Indeed, the experience during the past 
five to six years has been exactly that, namely, pension fund managers 
have been unable to earn real rates of return commensurate with the 
assumptions built into the pension plans and, in many cases they have 
been unable to earn postive real rates of return. 


d) The Winners and Losers from Inflation 
ee OSES LEOmeinilacion 


It is generally accepted that debtors gain and creditors lose from 
inflation, since the former group is repaying debts in dollars that have 
a lower real purchasing power than when the funds were borrowed. It is 
usually argued that, since government is the largest net debtor in the 
System, it would be the prime winner when inflation accelerates. Ona 
net basis, individuals tend to be creditors, even taking into account 
their mortgage debt; consequently, individuals are the principal losers 
from inflation. When the inflation rate is constant, regardless of the 
level, and if nominal yields have fully adjusted to the prevailing rate 
of inflation, then neither creditors nor debtors will lose or gain from 
that prevailing rate of inflation.(9) The interest payments and the 
interest returns will reflect fully the depreciation of capital, and 
thus will adjust so as to ensure that creditors do not experience capi- 
tal depreciation and debtors do not gain from the depreciation. 


Clearly then, the debtor-creditor argument on who gains and who 
loses from inflation holds only during periods when inflation is either 
accelerating or decelerating or during periods in which the changes in 
inflation rates are either unexpected or unanticipated. 


In reality, the extent of the gains and losses to various groups 
and among income classes is hard to measure, particularly when nominal 
returns adjust quickly to inflation changes. In the government case, 
inflation affects their debt repayments, and additional revenues would 
have to be raised in order to pay the higher borrowing costs when infla- 
tion accelerates. Business tends to be a net debtor on average - thus, 
higher borrowing costs may ultimately translate into higher producer 
prices for goods and services. 


Indeed, it is usually thought that in an accelerating inflation 
environment, when the inflation is largely unexpected, producer prices 
respond earlier to the new inflation reality than labour costs. This 
was particularly the case when negotiated labour contracts did not 
include escalation clauses, and were set on a two-to-three year basis. 
Once again, it is difficult to draw a definitive conclusion in terms of 
the winner-loser effect simply based on the fact that business tends to 
be on average a net debtor, because of the lead-lag relationships in the 
response to inflation. 
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Despite the conceptual problems involved in such evaluations, sev- 
eral studies have grappled with the issue. Citing just two of them, the 
general impression is that individuals at the upper end of the income 
spectrum, and business, generally appear to lose from higher rates of 
inflation. Minarik, in a study based on the U.S. 1973 to 1975 experi- 
ence, published by the Brookings Bulletin, concluded that, "inflation 
reduces most (of) the real income of the rich; for the bulk of the popu- 
lation, the effects of inflation are modest." (Page 10) 


Ironically, that conclusion depends upon an expanded concept of 
family income. In terms of a standard concept of income, Minarik pointed 
out that in response to higher rates of inflation, the rich did become 
somewhat richer and the poor somewhat poorer. "At low.income levels, 
real income is reduced by slightly less than half of 1 per cent, mostly 
because some transfer payments lag behind prices. At the middle income 
levels, inflation has very little effect since most income here is in 
the form of wages and salaries, and home owners benefit from contrac-— 
tually fixed mortgage payments. At the upper income levels, however, 
income flows are swelled by the rapid rise of interest rates, so these 
households appear to benefit from inflation by about half of 1 per 
cent." (Page 8) 


But, in terms of a more comprehensive measure of income, which cov- 
ers standard current cash income of the household as well as other 
items, Such as income in kind, balance sheet changes resulting from de- 
preciation of the cash value of bonds, the lagging of corporate retained 
earnings and the appreciation in home values and taxes, Minarik dis- 
covered rather substantial real income losses from a higher rate of 
inflation for those families with income in excess of $25,000. 


Minarik also verified the common belief that the elderly in the 
United States are losers when the inflation rate increases. "At low and 
middle income levels the elderly are more adversely affected by infla- 
tion because their income is largely from property. At higher levels 
most income is from property, regardless of age, so the elderly fare 
little differently than others." (Page 9) Hence, the wealthy and the 


aged appear to be the principal losers during a period of accelerating 
rates of inflation. 


Jenkins, in a study on the social rate of return in Canada empiri- 
cally examined the effects of inflation and taxes on business and gov- 
ernment. He discovered that in Canada, higher rates of inflation tend 
to have a depressing effect both on the social rate of return and on 


private rates of return to business —- and that higher inflation tends to 
benefit government. 


Prior to the introduction of indexation of personal income taxes, 


individuals also lost out to government through higher rates of infla- 
tion; at present, the full extent of the inflation-induced losses to 
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individuals is minimized in Canada by the indexation of personal income 
tax exemptions. (10) 


But, to the degree that indexation has forced the federal govern- 
ment to incur higher deficits, it might follow that the personal income 
tax rate could actually be higher than it otherwise would have been to 
finance the higher deficits. Alternatively, the high deficits could 
result in a reduced level of government spending. These various other 
implications for government finance tend to cloud the interpretation of 
the income distribution effects stemming from the higher rates of infla- 
tion and the indexing of personal taxes. 


Returning to the business sector, in an accelerating inflationary 
environment, many companies experience paper profits stemming from the 
higher value of their inventories. In turn, they pay taxes on these 
Paper profits. In addition, the inability to depreciate their capital 
investments at the replacement values results in higher tax liabilities 
for companies and hence, reduced after-tax cash flows. Thus, according 
to Jenkins, business loses and government gains when inflation acceler- 
ates. But, in terms of the income distribution effects on individuals, 
once again it is difficult to assess the effects, since one cannot 
easily disaggregate the real losses to business into their constituent 
elements - higher prices, lower dividends to shareholders, and reduced 
wage gains to workers. 


In conclusion, then, the United States studies imply that high in- 
come and elderly individuals are the principal losers from higher rates 
of inflation. Jenkins stresses that government gains and business loses 
as a result of inflation in Canada. The elderly in Canada whose sole 
Source of income is OAS and GIS from the federal government, and perhaps 
income supplements from the provincial governments, are protected from 
higher rates of inflation, since these benefits are fully indexed, al- 
beit with a time lag. Those who will be adversely affected are the in- 
dividuals who receive some income from employer-sponsored pension plans 
that are not fully indexed for inflation and individuals receiving re- 
turn to capital where the nominal returns fall significantly behind the 
rate of inflation. 


e) Accelerating Inflation Rates, Unfunded Liabilities, and Experience 
ine a Lk on Lo 
Deficiencies 


As we pointed out in the introduction to this study, accelerating 
rates of inflation during the early and mid-1970s have caused serious 
problems for many private pension funds. The higher rates of inflation, 
and the commensurately higher rates of increases in wages and salaries, 
have increased the future liabilities for many of these pension plans. 
At the same time, the inability of nominal returns to keep abreast of 
high rates of inflation has limited the ability of many funds to earn a 
real rate of return adequate to cover the future liabilities. In turn, 
the value of old outstanding bonds declined during this period as well. 
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Hence, many funds found themselves with rather substantial unfunded 
liabilities and large experience deficiencies. 


The Financial Executives Institute of Canada surveyed approximately 
One-third of the pension funds covered by Statistics Canada. The FEI 
study was based on 198 responding corporations with a total net capital 
employed of $66.5 billion in the latest fiscal year. An important con- 
clusion of the study was the following: 


"Approximately 70 per cent of the respondents had plans in a defi- 
cit position. The rate of change in the dollar magnitude of un- 
funded past service liabilities and experience deficiencies con- 
tinues to grow at an alarming pace. Unfunded liabilities and ex- 
perience deficiencies were 5.7 per cent of net capital employed at 
latest fiscal year ends. Wage and salary escalation in excess of 
actuarial assumptions, followed by performance of capital markets 
and early retirement experience were held to be the significant 
factors leading to deficit positions." 


Nevertheless, their conclusion may be overstated in the sense that 
the scientific value of the survey is somewhat limited when it refers to 
experience deficiencies or unfunded liabilties. In part, the validity 
of the survey is questionable because of the no response aspect to these 
questions. Thus according to the FEI figures, 25.5 per cent of the plans 
reported that they had unfunded liabilities; most of the others didn't 
answer the question. 


This survey of pension fund performance merits discussion in that 
it illustrates to some extent the impact of rising inflation on private 
pension plans. As of March 1976, there were 181 firms covered in the 
Survey, ranging in size from very small firms (under $25 million in net 
Capital employed) to very large firms (over $1 billion in net capital 
employed). In the latest fiscal year, only a few employers (2.8 per 
cent) had the market value of their pension funds valued between 40 to 
50 per cent of net capital. Most employers (85 per cent) valued their 
plans at below 30 per cent of their net capital employed. 


As Yves Guérard notes in a speech entitled, "Pension Funds and 
Their Impact on the Direction of the Economy": 


"The FEI Survey covering approximately one-third of the pension 
plans showed that 70 per cent had a deficit; the deficits amounted 
to 25 per cent of the assets. Using that percentage means that if 
the existing funded plans had fully amortized their deficits, ag~- 
gregate assets would be $50 billion instead of $40 billion." 

(Page 15) 


Returning to some of the specifics of that survey, the statistics 
in Table 12 relate the book value of pension funds to the market value 
of the funds. Note that the book value exceeded the market value in 
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1976 in 42.2 per cent of the cases, whereas in 1970, the book value ex- 
ceeded the market value in 62.3 per cent of the cases. In other words, 
for a large number of the plans, in 1976 the book valuation of funds' 
portfolios was above the actual market value of the portfolios. This, 
of course, is consistent with the accelerated inflationary environment 
which existed between 1970 and 1976. 


In Table 13 we set out the survey's estimates of unfunded past 
service liabilities as a percentage of pension fund assets at market 
value. It should be noted that unfunded liabilities for service costs 
must be funded over periods, not on a yearly basis.(11) In 1970, 74.5 
per cent of the plans in existence either had no unfunded liability, or 
there was no response to the survey question. In 1976, the latest fis- 
cal year for which data are available, only 40.3 per cent of the plans 
were in the same situation. Thus, it is not surprising that unfunded 
liabilities as a percentage of pension fund assets have increased dra- 
matically and, indeed, Table 13 supports this view. For example, the 
number and percentage of firms with a ratio of unfunded liabilities to 
the market value of the fund in excess of 50 per cent, has risen from 
4.1 per cent in 1970 to 7.5 per cent in 1976. 


The figures in Table 14 illustrate a distinction between experience 
deficiencies and unfunded liabilities. Pesando and Rea note in their 
book , 


"Experience deficiencies arise, in effect, when the actuarial valu- 
ation of a pension plan indicates that the assumptions on which the 
employer's contributions were based were not borne out...During the 
recent period of accelerating inflation in Canada, bond prices have 
declined and the stock market has generally performed poorly. Thus, 
One would predict that all trusteed pension plans are likely to be 
characterized by experience deficiencies which reflect, in essence, 
the poor performance of their investment portfolios." (Page 34) 


According to the FEI survey, in the latest fiscal year, 120 out of 
the 198 surveyed firms either cited no experience deficiencies or did 
not answer the question. Also 75 out of the 198 firms either cited no 
unfunded liabilities or did not answer the question. 


In summary, in view of the many empirical studies which suggest 
that inflation tends to depress the real rates of return to equities, 
and which indicate as well that inflationary expectations are imputed in 
proportion to the nominal yields on fixed income securities, it is not 
surprising that private pension fund portfolios which are composed pri- 
marily of these types of instruments should see their experience defi- 
ciencies rise. 


Existence of unfunded liabilities, however, need not necessarily be 


considered a bad thing. Indeed, it might be rather fortuitous for a 
company to have unfunded liabilities. The Pension Benefits Act provided 
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rather strict rules for companies to cover their unfunded liabilities 
within a given period of time. If companies having unfunded liabilities 
are able to earn a higher rate of return on the funds that they in ef- 
fect are borrowing from the pension funds by investing them in physical 
assets to be used by the company, then the company, and likely the em- 
ployees, will be better off in the long term. Obviously, if funds used 
by the firm that would have otherwise been put into the pension fund 
earn a lower rate of return, then the company and, most likely the em- 
ployees, will be worse off over time. 


Table 8 
Distribution of Financial Acquisitions of Individuals and Unincorporated 


Businesses, 1975-1977 


dries. 1976 tie ali 


(Per cent) 
Ratio to gross savings 
Currency and bank deposits 43.4 44.2 36.4 
Deposits in other institutions 2961 3220 Biec 
Canada savings bonds 14.8 Shou 7.8 
Life insurance and pensions 29.2 S12 32.0 
Trusteed pension plans Geo 19-5 207.1 
Ratio to net lending 
Currency and bank deposits Boe 33.4 DSS) 
Deposits in other institutions 24.0 24.1 265 
Canada savings bonds 20 260 Sp5) 
Life insurance and pensions 23.6 2555 22.7 
Trusteed pension plans DES ys) 14.7 14.0 


Source Statistics Canada, Financial Flow Accounts, Second Quarter 1978, 
Cat. 13-002. 


Table 9 


Simple Correlation Coefficients Between Average Rate of Inflation and 
Variability in Rate of Inflation, 23 Advanced Economies 


1954-1975 1961-1975 
(Per cent) 
23 countries 93 793 
22 countries (excluding Iceland) 237 OZ 
17 countries - 86 79 
12 countries - 86 - 76 


Note Computed from consumer price index recorded in International 
Financial Statistics, various years. 


Source Edward Foster, "The Variability of Inflation," Review of Econom 
ics and Statistics, Vol. LX, No. 3, August, 1978, Dewoags 
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Table 10 
Canadian Inflation Trends, 1971-1977 —- Annual Percentage Rates of Change 


GNE ex. Domestic 
CPE GNE exports demand 
(Per cent) 

LO) 2.9 Bie 4.1 325 
197 2 4.8 Sie) Sige: 4.8 
1973 7.6 Sak Gus Te 
1974 L088 14.9 oe So 
1975 10.8 ere 2 10.0 10.69 
1976 75 OF 11.4 8.8 
1977 8.0 6.5 6a 7e6 
1971-1977 TO 8.0 iA) ed 
Cumulative 1971-1977 60.8 70.9 66.0 68.2 


Note CPI — Consumer Price Index 
GNE - Gross National Expenditure deflator. 


source Department of Finance, Economic Review, April 1978. 
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Table 11 
Selected Price Index Changes in Canada, 1961-1977 


1961-1971 1971-1977 
Average Average 
Total annual Total annual 
(Per cent change) 

CPI 
Food 8575 (259) 60.8 (7.0) 
Housing 3133 (2.5) SOvL (8.8) 
Clothing 28.7 (256) 41.0 (5.0) 
Transportation 29.9 (226) 5353 (6.3) 
Health and personal care 42.4 (326) 75550 (6.5) 
Recreation and reading 357 Cs) 42.7 (512) 
Tobacco and alcohol 2525 (2.5) 43.8 (503) 

GNE 
Consumer spending 38.1 (3.3) 70.9 (8.0) 
Government spending 69.2 (5.4) 913 (Sia?) 
Business 37.6 (32) 67 ez (7.6) 
Residential construction 45.4 (620) 105.38 (10.8) 
GNE - exports _ 41.6 (375) 66.0 G7.5) 
Domestic demand Shei lk (3723) 68.2 Chee 

ISPI 
Food and beverages 22.0 (2.0) T3359 (8.2) 
Leather 305 (262) Tee (S52) 
Textiles Sipps) 8), 5024 (6.0) 
Rubber and plastic 8.4 Cxi0)) 48.1 (5.53) 
Clothing S2e2 (2.3) 673 (7.6) 
Wood 45-63 (aec) 88.5 (955) 
Paper 1323 aka) 93.5 (9.9) 
Metal fabrication 2457 C222) PAY (Gerls) 
Machinery n/a n/a 53.i/ (6.8) 
Transportation equipment TAY (oT) 2265 (2.9) 
Primary metals 32S (2.8) 90.5 (9.6) 
Electrical products 1A) Gino) 47.2 CS) 
Petroleum and coal 369 Gis.) Ib5 03 (ESO) 
Chemical 220 (.3) 15%9 (8.4) 


Note CPI -—- Consumer Price Index 
GNE -—- Gross National Expenditure deflator 
ISPI - Industrial Selling Price Index 


sources CPI, GNE - Department of Finance, Economic Review, April 1978. 


ISPI - Statistics Canada, Canadian Statistical Review, Cat. 
TT-0037" April-1973,) Apri 191978 
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Table 12 
Book Value of Pension Fund as Percentage of Market Value 


Range of book as 1976 1970 
percentage of market Fiscal year Fiscal year 
(Number ) (Per cent) (Number ) (Per cent) 

75 and under 2 Le - = 
fei tO; 90 Hat 6.6 7d 6.1 
90.1 to 100 83 50.0 36 S146 
100.) to. 110 68 41.0 53 46.5 
over 110 2 ea 18 A URE. 
Total 166 100.0 114 100.0 
Not given 52 84 


eee ee Ol ADE wee ee 
Source Financial Executives Institute of Canada, Report on Survey of 
Pension Plans in Canada, March 1978, p. 60. 


Table 13 
Unfunded Past Service Liabilities as Percentage of Pension Fund Assets 
at Market Value 


EE EE EE a ea aaa 


Range of unfunded liabilities 


as percentage of pension fund Fiscal years 
assets Latest 1970 
(Number) (Per cent) (Number) (Per cent) 

0 and not given 75 40.3 143 (US 
LS COro. 9 35 18.8 iy) 8.9 
HOREC 19 <9 at LS 8 4.2 
20° to229..9 ley) 9.1 5 2.0 
30 to 39.9 i2 6.5 ih 3.6 
40 to 49.9 12 S's. 4 2ek 
Over 50 14 Hie) 8 4.1 
Total 186 100.0 192 100.0 


(Ne ele ee ee ee Le eee 
Source Financial Executives Institute of Canada, Report on Survey of 
Pension Plans in Canada, March 1978, p. 63. 
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Table 14 
Total Experience Deficiency and Total Unfunded Liability as Percentage 
of Total Value of Pension Funds at Latest Actuarial Valuation Date 


Range of percentage Respondents indicatin 


to pension fund Experience deficiency Unfunded liability 


(Number ) (Per cent) (Number ) (Per cent) 


0 and not given 120 60.6 US 37.9 
wit. 4.9 27 13.6 Me) 9.6 
5.0 to 9.9 sind 8.6 16 Sel 
10.0 to 19.9 21 10.6 26 ISGk 
20 05t0, 29.9 10 Baul 19 926 
302,070; 39.59 1 als) 16; 8.1 
Over 40 2 1.0 2, 13.6 
Total 198 100.0 198 100.0 


Source Financial Executives Institute of Canada, Report on Survey of 
Pension Plans in Canada, March 1978, p. 65. 


4, INDEXING AND GOVERNMENT SPENDING 


a) Is Indexing Per Se Inflationary? 


Indexing is a mechanism to alter automatically contractual arrange- 
ments so that they can reflect price changes. Economists and practi- 
tioners are divided over the general impact of indexing on the govern- 
ment target for a socially accepted inflation rate. Milton Friedman, 
widely recognized as a "hawk" on inflation, has been quite vocal in 
favour of expanding the use of indexing in the United States. 


In a debate published by the American Enterprise Institute, Fried- 
man notes: 


“Indexing per se will not, in my opinion, do anything to reduce 
inflation. But what it will do will be to make it easier to termi- 
nate our inflation. It will make it easier by reducing the incen- 
tive for governments to inflate and by making withdrawal pains from 
inflation less severe." (Page 2) 


Robert MacIntosh, executive vice-president of the Bank of Nova 
Scotia, argues that the degree to which the federal public service pen- 
Sion plans are indexed in themselves removes some of the will to fight 
inflation. In his article entitled "The Great Pension Fund Robbery," 
MacIntosh notes: 


"The growing inequity of the arrangements which now exist as be- 


tween the public and private sectors of the economy is, however, 
only part of the story. What is really disturbing is to assess the 
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impact of public policy when the federal civil service has managed 
to insulate itself from inflation. Can it truly be said that the 
thinking of politicians of the civil service is wholly unaffected 
by the fact that their own personal involvement with inflation is 
less than that of the general public?" (Page 258) 


To the degree that indexing insulates the various participants from 
the worst features of inflation, it may be true that indexing represents 
a "giving in" to the inflation tide. Nevertheless, it is our opinion 
that indexing itself should be neutral for inflation and that the battle 
over the inflation issue is best considered from another viewpoint. 


By and large the proponents who are in favour of indexing argue the 
merits of the case on equity grounds. As we note in this report, infla- 
tion has been rather non-neutral on private pension benefits since 1970. 
And if the value or political judgment is made that the real incomes of 
pensioners are too high, then the inflation process surely cannot be 
described as the best mechanism for reducing their real incomes. 


Albert Fishlow, in an article surveying inflation in Brazil, noted 
that widespread indexation becomes a necessity in a period of hyper- 
inflation in order to restore the allocative mechanism to the market 
system. But he notes as well that "indexing is not a neutral and me- 
chanical instrument. Even if it were not manipulated directly, as it 
was in Brazil, widespread monetary correction by its very character is 
not a substitute for government intervention, but a means of it." (Page 
279) 


He argues that at a very low rate of inflation it is better not to 
go the indexing route, since it reduces the effectiveness of automatic 
Stabilizers that are built into fiscal systems. In sharp contrast to 
statements attributed to Milton Friedman on the Brazilian experience, 
Fishlow argued that "the reduction of inflation in Brazil owes little to 
indexing, but a great deal both to direct governmental intervention and 
to successful monetary and fiscal policy." (Page 262) In essence, Fish- 
low found little in the Brazilian experience of widespread indexation of 
taxes, financial instruments, exchange rates, and wages to recommend to 
the United States. In his view inflation was not sufficiently steep to 
break down the allocative mechanism within U.S. markets. 


In a world of relatively mild inflation, James Tobin appears to fa- 
vour the indexing solution and to support the concept of the U.S. gov- 
ernment offering purchasing power bonds to pension funds. 


"I have long contended that the government should make low interest 
bonds of guaranteed purchasing power available for savers and pen- 
sion funds who wish to avoid the risks of unforeseen inflation. 

The common objection to escalated bonds is that they would diminish 
the built-in stability of the system. The stability in question 
refers to the effects of aggregate real demand, ceteris paribus on 
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a change in the price level....In the 1970s we know that the gov- 
ernment can, if it wishes, control aggregate demand - at any rate, 
its ability to do so was only trivially affected by the presence or 
absence of the Pigou effects on part of the government debt."(Pages 
lGvands D7} 


Thus, as is often the case, economists appear divided on the issue 
of inflation indexing and the attitudes towards the anti-inflation ob- 
jectives. We tend to favour the view that indexing per se is likely 
neutral in terms of the battle against inflation, but that pension fund 
indexing is necessary because of equity principles. We will expand on 
this latter point in the following sections. 


b) Indexing Pension Benefits: An Example of Inflation Indexing and 
Productivity Indexing 


Can the Canadian economy afford private pension fund indexing? This 
question has been raised recently by several prominent people. Clearly 
the issue boils down to who or what institution is to pay for indexing 
and who or what institution will accept the fiscal responsibility. The 
Barnes (and Crozier) argument is that the economy can afford to pay for 
indexing, since real economic growth generates a rise in per capita in- 
comes or a growth dividend. That is, the growth of the economy per se 
would create the resources. Dr. James E. Pesando, who also argues that 
the economy can afford to index private pensions, argues that the real 
question relates to the distributive effect. (12) 


This section of the report, which considers the links between pen- 
sion benefits and productivity growth, was stimulated by the Barnes (and 
Crozier) argument - though the point of departure is much different. 


The segment of Canada's population which is retired and receiving a 
fixed annual pension during a period of zero inflation will find their 
standard of living declining relative to those individuals active in the 
labour market. In an expanding econonomy, the rate of growth of produc- 
tion (or output) is usually in excess of the rate of growth of employ- 
ment. Historically, the difference between these two growth rates has 
averaged between 2 and 3 per cent per annum. The empirical reality that, 
on average, real output gains exceed total employment gains is often 
described as the economic growth dividend, for "normal" economic growth 
permits the standard of living of Canadians to increase. 


In 1966, for example, real labour productivity (calculated as real 
GNP per employee at 1971 prices) was $10,335. That is, the 7.2 million 
employed workers in 1966 produced a real GNP of $74.8 billion. By 1977 
real GNP had climbed to $122.6 billion, and the employed work-force 
reached 9.8 million. Thus, average real labour productivity (in 1971 
prices) was $12,565 per worker in 1977, 21.5 per cent higher than the 
recorded 1966 productivity figure. 
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Stated in another way, real GNP per employee rose 1.8 per cent per 
annum between 1966 and 1977. This productivity gain permitted "real" per 
capita income to rise from $3,769 in 1966 to $5,687 in 1977, and also 
explained the steep gain in real labour income per employee over the 
Same period. Thus, the nearly 2 per cent rise in average labour produc- 
tivity allowed a 3.1 per cent per annum rise in real per capita income 
and a 3.9 per cent rise in real average labour income per employee. 


If one measures the standard of living changes by per capita output 
movements, then the improvement in the standard of living far exceeded 
the gain in productivity, since Canada's population rose at a slower 
pace than employed workers between 1961 and 1977. Thus the productivity 
dividend permits an improvement in the standard of living. As well, the 
productivity dividend makes it easier to introduce generous social wel- 
fare programs since the dividend in theory moderates the apparent costs 
of income distribution to those who see their perceived incomes decline 
because of such programs. 


Turning to Table 15, we note that a pensioner retiring in 1966 with 
a $2,500 per year "real" pension benefit would have witnessed an average 
real decline in his or her relative position by 1977 because of the ina- 
bility to share in the productivity dividend which the economy generated 
during the retirement years. That is, even if the pension benefit were 
maintained its real or constant purchasing power (see column 5 of Table 
15), the relative purchasing power of the "real" $2,500 would have de- 
clined quite sharply against real per capita income or real labour in- 
come per employee. In 1966 a $2,500 annual pension represented 66 per 
cent of average real per capita income and 53.3 per cent of average real 
labour income per employee. By 1977 the real benefit payment scaled 
against per capita real income or average labour income per worker de- 
clined to 47 per cent and 35 per cent respectively. Thus a constant 
real cash pension benefit is consistent with the retired sector of our 
population experiencing a decline in their position relative to other 
workers. 


If the $2,500 benefit in 1966 was set in nominal or money terms, 
then its real purchasing power would have declined 42 per cent by 1977 
(to $1,458 in constant 1971 prices), and the pensioner's relative posi- 
tion would have slipped even further. Indeed, the relative slippage 
against real per capita income is from a 66 per cent level in 1966 to a 
28 per cent level by 1977 - and that slippage has two components - a 19 
per cent decline due to lack of productivity indexing, a 29 per cent de- 
cline because of no inflation protection. 


Since the GNP deflator rose 207.6 per cent over the eleven years 
1966 to 1977, the nominal $2,500 pension benefit would have had to climb 
to $5,190 by 1977. The pensioner is, of course, no better off having 
the $5,190 benefit payment in 1977 in a world of inflation than having 
$2,500 in a world of zero inflation. 
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An adjustment to the pension benefits for productivity gains which 
the employed sector of the population achieved would have escalated the 
$2,500 real figure to an amount between $3,000 and $3,800, depending 
upon which variable was used for the productivity escalation factor - 
direct labour productivity, real per capita income growth, or real 
labour income gains. In order for the pension benefits to be fully 
indexed for purchasing power losses due to inflation and productivity 
gains, the nominal benefit by 1977 would have had to reach a level 
between $5,729 and $6,497. 


A combined productivity indexing scheme and inflation indexing 
scheme has an escalation rate equal to the sum of the rate of increase 
in prices and productivity. In essence, this is equivalent to linking 
pension benefits in money terms to increases in the money wage level - 
rather than to price increases alone. An example of the latter empiri- 
cal fact is set out below. (13) 


Between 1966 and 1977, one observes that total wages per worker 
(other than in construction) rose at an annual rate of 9.9 per cent, 
while the average increases in the GNP deflator and the consumer price 
index were 6.9 per cent and 6.1 per cent respectively. Average real 
wage gains rose either 2.8 per cent per annum or 3.6 per cent per annnum 
depending upon which price index is used. It is clear that the higher 
wage gains figure, which is after all the average escalation rate of 
worker incomes, would insulate the pensioner against the inflation 
losses and enable the pensioner to share in the productivity growth 
dividend. 


To summarize these main points: 


1. In retirement years, those who earn a fixed nominal pension benefit 
face two forms of purchasing power erosion: a direct loss of pur- 
chasing power due to inflation and an indirect decline in their 
relative share of total output or income because they are not re- 
warded for productivity improvements which occur in the economy. In 
pre-retirement years, money wage gains generally approximate the 
sum of productivity improvements plus inflation. 


2. The productivity dividend which society earns is intricately a part 
of the economic growth process. For example, the Canadian economy 
generated between 1966 and 1977 a real GNP per employee gain of 1.8 
per cent per annum, a real per capita GNP gain of 3.1 per cent per 
annum, and a real labour income gain of 3.9 per cent per annum. All 
of these measures illustrate how improvements in the real standard 
of living and economic growth are part and parcel of the same 
process. 


3. If one assumes that a constant purchasing power pension benefit of 


$2,500 began in 1966, but no increment in the benefit was provided 
for productivity gains recorded between 1966 and 1977, then the 
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effective income claim of that benefit would have declined relative 
to the real income claims made by wage earners. That is, the dis- 
tribution of income tilts against the fixed (real) income pensioner 
because the pension payment does not include some part of the pro- 
ductivity dividend. A $2,500 real benefit in 1966, which was valued 
at 66 per cent of average real per capita income, would experience 
an effective decline to 47 per cent of average real per capita 
income by 1977. A similar contraction in the relative income posi- 
tion occurs if other standards are used, such as real labour income 
per worker. 


4. If pension benefits are not indexed for inflation, then the rela- 
tive purchasing power erosion of the nominal dollar benefit is even 
greater. Between 1966 and 1977, for example, the GNP deflator (a 
broad index of inflation) more than doubled, causing the purchasing 
power of $2,500 in 1966 to decline to $1,458 by 1977 using 1971 
prices. This effect reduces the relative position of the pension 
benefit to 28 per cent of average real per capita income in 1977 
and 20 per cent of average real labour income per worker. 


5. A comprehensive benefit index would protect the pensioner not only 
against inflation losses but would also reward the pensioner for 
the productivity dividend which other members of society gain. As 
noted earlier, the proper escalating index would be average move- 
ments in money wages rather than inflation. On average, money wages 
increase at about two percentage points faster than prices, which 
provide for real wage gains and standard of living improvements. 


We chose to highlight the productivity dividend because we feel it 
is not often recognized as part of the indexing issue. It is a subject 
of some debate whether a retired employee who earns the productivity 
dividend during working years should have access to that dividend upon 
retirement. One could argue, however, that this issue could be a 
subject for collective bargaining negotiations; or at the individual 
decision-making tier, could be adjusted for by a higher savings rate. 


One writer, Geoffrey Calvert, has used the empirical observations 
that pensioners' economic needs are lower to argue that the pensioners' 
benefits should not be fully indexed. The assertion concerning indexing 
is drawn from a twisting of empirical evidence, which moreover, has 
little bearing on the indexing issue. Parenthetically, even if Calvert 
were right that pensioners require less income in real terms because 
they require fewer amenities in life, it should have no relevance to the 
issue why a wage-earner's claims against society should take precedence 
over inflation protection compared with a pensioner's claim.(14) 


As well, Calvert supports his argument for the declining real ex- 
penditures (or needs) associated with age on their spending on clothing, 
footwear, insurance, and taxes. But as Pesando and Rea correctly note: 
(15) 
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"The apparent decline in certain consumption expenditures of the 
aged in a sample simply reflects, in all probability, the decline 
in the incomes of the aged. Further, if one were willing to accept 
the argument that the real incomes of the aged should be allowed to 
fall, there is no reason to let the decline be determined arbitrar- 
ily by the rate of inflation." (Page 5) 


Indeed a pensioner who is fortunate to live long and have his pension 
indexed for inflation, will find that "unnecessary luxuries" fall beyond 
his reach because he is not indexed for productivity gains. 


In conclusion, it is difficult to argue against the view that the 
pension income should be protected against inflation, especially in view 
of the relative position of the pensioner in Canada's income stream. As 
we noted earlier, a fully inflation-indexed private plan does nothing 
more than maintain a constant "real claim" in terms of goods and ser- 
vices consumption. 


c) Existing Income Distribution in Canada 


The importance of indexing of pension benefits stands out even more 
dramatically when one considers the relationship between the incidence 
of low income and the age of the head of the households, or of unat- 
tached individuals. According to Statistics Canada (Income Distribu- 
tions by Size in Canada, 1977, Cat. 13-206), Canadians had an average 
family income level of $19,530 in 1977, while the average income level 
of unattached individuals was $9,588. Households headed by individuals 
65 years Of age or over, however, tended to have incomes well below the 
national average in 1977. 


Indeed, in 1977, elderly families headed by individuals 65 years of 
age or over received 52.4 per cent of the national income average, while 
the ratio for similar unattached individuals was 53.7 per cent of the 
national average. In 1977, the average annual industrial wage was 
$12,500. The families which were headed by males 65 and over received 
substantially less than this amount in 1977. Thus, 7.6 per cent of such 
families received a total income amounting to 25 per cent or less of the 
average national industrial wage, while 37.1 per cent of such families 
recived 50 per cent or less of the average national industrial wage. 
Among those families headed by females 65 and over, the corresponding 
percentages were 27.1 and 72 per cent for 1977. For unattached males 65 
and over, 24.3 per cent of these individuals received an income equal to 
25 per cent or less of the national average industrial wage, while 66.1 
per cent of such individuals received an income equal to 50 per cent or 
less of the national average industrial wage. Among unattached females 
65 years of age or more, the respective proportions were 50.6 and 87.2 
per cent. 


The figures in Table 17 highlight the Statistics Canada classifica- 
tion of low income cut-off levels for families and unattached individ- 
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uals in 1977. These figures classify a low income recipient as an un- 
attached individual earning less than $4,446 and living in an urban area 
with a population of one-half million or more. Similarly, a two-person 
family which received less than $6,443 in 1977, residing in a large 
urban area, was also considered to fall below the low income cut-off 
point. The low income level cut-offs increase with size of family and 
the size of urban area, reflecting the higher cost of larger families 
and the higher cost of living associated with larger urban centres. 


Using these low income cut-off classifications, as well as data on 
the demographic and geographic composition of families, Statistics 
Canada was able to identify the 1977 incidence of low income among fam- 
ilies and unattached individuals by age of the head. Among families, 
with the exception of those headed by individuals 24 years of age or 
less, the highest incidence of low income (or poverty) was in families 
headed by someone 65 years of age and over. Indeed, in 1977, 22.3 per 
cent of families headed by individuals 70 years of age or over received 
incomes below the low income cut-off point. 


Between 1973 and 1977, the incidence of low income tended to de- 
cline for all demographic groups, except those headed by individuals 24 
years of age and less. Among individuals, the incidence of low income 
was highest for those above the age of 65, with over 63 per cent of in- 
dividuals 70 years of age or more identified as falling below the low 
income cut-off point. Individuals also have witnessed some reduction in 
the general incidence of low incomes, although the reduction for the 
aged has not been as dramatic for individuals as it has been for fami- 
lies in Canada. 


Despite some recent reduction in the incidence of low income for 
the aged, they still tend to be over-concentrated at the bottom end of 
the income ladder. Additionally, the incidence of low income is still 
extremely high. Hence, if private employment pension benefits are not 
indexed for inflation, the relative position of the aged could deterio- 
rate further. It is recognized that continued indexing of QAS, CPP, GIS 
might prevent over time a further erosion in the relative position of 
many of the aged. 


Many pension recipients receive a significant proportion of their 
retirement income from Old Age Security and Guaranteed Income Supplement 
payments, and to a lesser extent, payments from the Canada or Quebec 
Pension Plans. These pension benefits are indexed to inflation, and 
thus provide some real income protection. Perhaps for this reason the 
incidence of low income among the aged has declined between 1973 and 
1977, though their relative income position has deteriorated since 1973. 


The data in Table 19 indicate that the average income of families 
and unattached individuals increased most slowly for those families 
headed by an individual 65 and over, and for individuals 65 years of age 
and over. For such male-head families, average incomes rose by 48.8 per 
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cent, just slightly ahead of the 42.7 per cent cumulative increase in 
consumer prices. For males 65 and over who were not part of a family 
unit, their average incomes rose in line with the increase in the rate 
of inflation, while individual females 65 and over experienced an 
increase in average incomes well in excess of the average rate of 
inflation. 


Thus, with the exception of families headed by females 65 and over, 
the aged were able to at least keep up with the rate of inflation, al- 
though they were not able, with the exception of single females 65 and 
over, to keep up with average income gains of other groups, nor with the 
increase in average weekly industrial wages and salaries, which rose 
55.8 per cent between 1973 and 1977. 


These data focus on the real income maintenance role played by the 
indexing of OAS, GIS, and CPP benefits. The data also demonstrate how 
the inability of the retired to share in the productivity gains does 
tend to result over time in a relative decline of the income position of 
the aged. Both of these facts reinforce the argument supporting pension 
indexing and, as well, they raise the question of allowing some produc— 
tivity indexation as well. 


dad) Government Activity and Income Distribution 


One important element in this discussion is the potential impact of 
these indexing schemes on the federal government budget since many of 
the schemes involve federal government revenues or expenditures in a di- 
rect way. The government sector interacts with the economy in a direct 
fashion by raising revenues and spending funds. These direct effects 
set up an indirect chain of events which points to the ultimate inci- 
dence of government activities. 


(i) The Direct Effect of the Federal Government 


The direct impact of the federal government on private activity can 
be traced via statistics on their revenues and expenditures. 


The data presented in Table 20 illustrate the revenue and expend- 
iture patterns in 1977. These national accounts data on the federal 
government revenues and expenditures include pensions paid to government 
employees and social security receipts and payments. Of the $35.9 bil- 
lion in total revenues received by the Government of Canada in the last 
fiscal year (1977-1978), personal taxes made up $17.2 billion, corporate 
taxes $5.3 billion, indirect taxes $9.1 billion. Ottawa also earned 
investment income on assets in the CMHC (the Central Mortgage and Hous- 
ing Corporation), the Bank of Canada, the Farm Credit Corporation, etc. 
Tax revenues accounted for about 89 per cent of the bulk of the total 
revenues. 


fs 


Federal government expenditures totalled $45.3 billion in the 1977- 
1978 fiscal year. Of those expenditures, the funds spent on current 
goods and services ($11.3 billion) and gross capital formation ($1.2 
billion) represented real acquisitions on the economic resource base. 
All of the other federal government expenditures, in one way or another, 
represented direct transfers of funds ultimately to individuals. For 
example, the transfer payments to persons include family and youth al- 
lowances, veteran pensions, employee pensions, unemployment insurance 
benefits, and old age security payments. 


Transfer payments to other governments involve such programs as 
medicare, regional economic expansion, post-secondary education grants, 
hospital insurance payments, etc. Interest on public debt, subsidies, 
and capital assistance represent transfer payments of a sort. 


Viewed as a large intermediary, then, the manner in which the fed- 
eral government raises tax and non-tax revenues, and the areas in which 
these funds are spent directly (that is, those individuals who receive 
the benefits of these expenditures), imply that there is an incidence 
effect of the existence of government on private incomes available for 
expenditure. 


It is worthwhile to consider what economists view as the incidefice 
of the government sector in order to consider later on who potentially 
benefits from any federal subsidies towards indexation of private pen- 
Sion benefits. Unfortunately, there is no clear-cut answer to the ques— 
tion of who benefits and gains from the public sector, especially when 
the question is framed in the context of the pensioner, the worker, the 
employee, or the firm. On the revenue side there is a problem since 
there is a difference between the original base at which the tax is 
levied, and those who ultimately bear the tax. That is, there is some 
shifting of the burden of taxation among the various participants in the 
economy when taxes are levied. Thus, it is the final resting place or 
incidence of the tax which is of importance. A similar observation can 
be made vis-a-vis the expenditure side. 


We are really interested in identifying those individuals who di- 
rectly gain because of government purchases of goods and services, or 
because of the transfer payments which are made. Obviously, identifying 
the direct beneficiaries of federal spending is also a difficult task. 


Table 21, taken from a book by Pope and McConnell, indicates the 
fact that there is no unanimity among economists in identifying theore- 
tically the final resting places of major taxes. The greatest disagree- 
ment concerns the corporation income tax, since under the assumption of 
perfect competition and profit maximization, a firm would have no reason 
to change its price or production behaviour because of the existence of 
the corporation income tax. In this scenario, the corporation income 
tax would be borne completely by the firm's stockholders. 
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Another point of view is that the tax is borne completely, or in 
part, by the consumer - as firms may possess some market power which 
permits a shifting of the tax. Sales or excise taxes are assumed to 
fall primarily on the consumer of the purchased item, while the personal 
income tax is assumed to fall on individual income. 


There is one further element in the tax incidence question. A tax 
device is usually described as progressive, proportional, or regressive, 
depending upon what happens to the marginal income tax rate as the level 
of income rises. A progressive tax has a rising marginal tax rate with 
higher incomes, while a regressive tax, on the contrary, indicates a de- 
clining marginal tax rate. 


Since the personal income tax has a defined progressive rate struc- 
ture, taxes on income generally are assumed to be progressive. Since 
the corporation income tax may fall on the higher income owners of capi- 
tal, some assume that the corporation tax makes the total tax system 
more progressive. Alternatively, sales taxes and excise taxes, which 
are likely shifted to the consumer, are usually regarded as regressive 
in terms of who pays the taxes. 


In a similar fashion, transfer payments by governments to specific 
income groups can be described as having either a progressive, neutral, 
or regressive income effect. As the Fraser Institute points out, trans- 
fer payments can be thought of as negative taxes - and in the main they 
tend to be regarded as highly progressive. 


In 1964, the Royal Commission on Taxation published a study under- 
taken by Irwin Gillespie on the incidence of federal taxes and public 
expenditures in 1961. On the expenditure side, he noted that the fiscal 
system was clearly favourable to lower income earners. 


"As we move up the income scale, expenditure incidence becomes rel- 
atively less favourable; and beyond an income of $10,000 (in 1961), 
the incidence pattern. seems to be almost proportional." (Page 153) 


On the tax revenue end, he noted that, 


"The distribution of effective tax rates is regressive up to an in- 
come level of at least $3,000 and at most $5,000, and progressive 
beyond....In total, one-third of all families are affected by the 
regressiveness up to $3,000, while almost two-thirds are affected 
by the regressiveness if it persists up to an income level of 
$5,000." (Page 67) 


The net fiscal incidence combines the revenue and expenditure ef- 
fects of the total government sector on family incomes. The net fiscal 
incidence is the difference between expenditures received and taxes paid 
by income class. According to this study, in 1961, the existence of the 
federal government clearly resulted in positive income distribution from 
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the higher income classes to the lower income classes, with most of the 
Progressivity resulting from the Spending front. (See Table 22.) 


The Fraser Institute undertook a smaller scale study in 1976 which 
provided similar conclusions. The Fraser Study was carried out with 
1975 data, and included the fiscal effects of all levels of government. 
That study essentially bears out the point raised much earlier by 
Gillespie. The income tax seems mildly progressive, and other taxes 
somewhat regressive against income, so that the total government tax 
system remains almost proportional to income. Progressivism of govern- 
ment Occurs primarily via transfer payments, which are steeply progres- 
Sive. No attempt was made in the Fraser Institute study to distribute 
non-transfer government expenditures. 


That is, since lower income families receive the bulk of the trans— 
fer payments from government, their effective net taxes (here defined by 
subtracting transfer payments from taxes paid) are low. Indeed, for 
families with $2,500 cash income levels in 1975, their net tax rate was 
negative (-27.5 per cent). 


When taxes and transfer payments were included, the Fraser 
Institute study noted that the low family income third of the population 
received 1.9 per cent in a net transfer, while the middle income third 
paid 27.9 per cent of income, and the high income third paid 74 per cent 
of their income. (Page 63) 
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Table 17 
Low Income Cut-Offs of Family Units, 1977 


Size of area of residence 


100, 000- 30, 000- 
Size of family unit 500,000 + 499,999 99,999 Rural 
1 person 4,446 4,161 4,041 B28 
2 persons 6,443 6,034 5,859 4,688 
3 persons Syeeu 100 ea 5,980 
4 persons Pa hs: 9,156 8,888 peed 
5 persons 10,930 107233 9,936 ye 9DL 
6 persons 11,999 235 10,909 37720 
7 persons Ie boys: 127 SL6 11,960 9,567 


Source Statistics Canada, Income Distributions by Size in Canada, 1977, 
Cat. 13-206. 


Table 18 

Incidence of Low Income Among Families and Unat- 
tached Individuals by Age of Head, 1973 and 1977 
(Estimates based on Revised Low Income Cut-offs) 


1973 Loy7 
(Per cent) 
Families 

Age of head: 24 or under 15.4 Diieas 
25 -— 34 Zee ea 
35 — 44 13.4 POE 
45 - 54 Oe seal 
55 - 64 1355 10e2 
65 — 69 22el 16.3 
70 or over 27.4 22.0 

Individuals 
Age: 24 or under 38.4 36.8 
25 — 34 16.6 14.8 
35 — 44 ese 2 2206 
45 - 54 32.4 3262 
55 -— 64 42.6 45.3 
65 -— 69 5a66 50.3 
70 or over 69.5 63552 


Source Statistics Canada, Income Distributions by 


Size in Canada, Preliminary Estimates, 
1973 ‘and 1977; Gat... 13-206; 
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Table 19 
Percentage Increase 1973 - 1977 of Average Income 


of Families and Unattached Individuals by Age and 
Sex 


ea 
1973 Lora 
NTT 


(Per cent) 
Families 
Age of head: 24 or under 58.9 60.6 
25 — 34 50a 61.8 
35 — 44 61.3 61.4 
45 - 54 62.9 D3 oil 
55 — 64 6139 5 Bas 
65 or over 48.8 Says) 
Individuals 
Age: 24 or under 64.0 67.9 
25 -— 34 49.4 62.7 
35 — 44 SP) | 6225 
45 - 54 53.4 56.8 
55 — 64 51.4 58.4 
65 or over 42.7 Si cl 


Source Statistics Canada, Income Distributions b 
Size in Canada, Preliminar Estimates, 
Log ead 1977, Cat. 13-206, 
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Table 20 


Government Of Canada Revenues and Expenditures, National Accounts Basis, 


(a) 97 = loro 


Revenues 
Direct taxes, persons 
Direct taxes, corporations 
Direct taxes, non-residents 
Indirect taxes 
Other current transfers from persons 
Investment income 
Capital consumption allowances 


Total revenues 


Expenditures 
Current goods and services 
Transfer payments to persons 
Subsidies . 
Capital assistance 
Current transfers to non-residents 
Interest on the public debt 
Transfers to provinces 
Transfers to local governments 
Gross capital formation 


Total expenditures 


Surplus or deficit (-) 


1977-1978 
Actual 
(Millions of Dollars) 


17,245 
D7229 
544 
O73 
14 
3,163 
BIZ 


35,940 


Poke 
13,515 
2,901 
382 
700 
5,472 
9,741 
390 
2S 


45,271 


a Government pensions social security receipts and expenditures are 
included in the national accounts version of federal revenues and 


expenditures. 


In the public accounts, such funds are treated as 


non-budgetary transactions. 


Source Budget Speech, November 16, 1978. 


100 


Table 21 
Probable Incidence of Taxes 


oo eeeeseeSsS‘—isés 


Personal income tax The household or individual upon 
which it is levied. 
Corporation income tax Disagreement. Some economists feel 


the firm on which it is levied bears 
the incidence; others conclude the 
tax is shifted, wholly or in part, 
to consumers. 


Federal sales and excise taxes With exceptions, consumers who buy 
the taxed products. 

Provincial sales taxes Consumers who buy the taxed 
products. 

Property taxes Owners in the case of land and 


Owner-occupied residence; tenants in 
the case of rented property; 
consumers in the case of business 
property. 


Creme OOD ONE ee 
source C.R. McConnell and W.H. Pope, Economics: McGraw-Hill Ryerson 
. Limited, p. 157. 


Table 22 
Effective Net Fiscal Incidence, 1961(a) 


— es ee eee ee ee 


Family Provincial and 
income class Federal level municipal level ‘Total all levels 
(Dollars) (Per cent) (b) 
Under 2,000 120 30.9 102.8 
2,000 - 2,999 24.6 NES Aye. 3959 
3,000 - 3,999 970 LOL 19s 
4,000 - 4,999 4.9 7.4 1233 
5,000 - 6,999 x8) Sndl 5) a) 
7,000 - 9,999 =i ES 70 
10,000 and over -6.0 —3.2 —9.2 
Total 4.0 Del Saal 
a For the Standard Case. Details may not add to totals due to 
rounding. 


b The difference between expenditures received and taxes paid, by 
income class, is expressed as a percentage of the distribution of 
"broad income." 


Source W.I. Gillespie, "The Incidence of Taxes and Public Expenditures 


in the Canadian Economy." Study No. 2, Royal Commission on 
Taxation (September 1964), p. 180. 
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S- KEY PRINCIPLES FOR ASSESSING THE VARIOUS INDEXING PROPOSALS 


Since a point of departure is usually necessary for analytical pur- 
poses, we employ the economist's stylized, perfectly competitive world 
of individual decision-makers and consumer sovereignty. In a world of 
perfect markets and long-term Saving and spending time horizons, the 
life-cycle model would Suggest that (based on private preferences and 
lifetime budget/work income constraints) each individual would determine 
the nature of his retirement package and the levels of voluntary contri- 
bution rates during the prospective working years. That is, the replace- 
ment ratio (the desired ratio of retirement income to work income) would 
vary among individuals. 


In this stylized world, there are no collective negotiations, no 
vesting problems, and no indexing problems since in effect all decisions 
are real decisions. As for the savings to earnings ratios (or the con- 
tribution rates) for those workers with a long planning horizon, their 
contributions would tend to be low during early working years, but rise 
with age towards a peak somewhat close to retirement. (16) 


In such an environment, private institutions May arise to special- 
ize in the provision of scale economies in the pooling and investing of 
funds. Such economies, in effect, would reduce the average transaction 
costs of investing. Moreover, one could conceive also of a demand for a 
government pension initiative if it was felt that the public at large 
required a minimum level of savings for retirement. Such demands would 
arise from fears that some Short-sighted individuals would not provide 
for an adequate retirement income or, in some cases, that some persons 
would underestimate their own life expectancy. Moreover, the enforce- 
ment of the contracts entered into between individuals and institutions 
would require a legal framework, and once again, a pension-savings re- 
lated role for government would appear. 


To extend the above stationary equilibrium model one step further, 
one can allow for non-uniform rates of inflation over time and for a di- 
versity of risks among the various financial instruments. With greater 
variability in inflation, there will be greater uncertainty - which has 
a social cost - and periodic adjustments in inflation expectations and 
Savings and spending allocations would occur. If there were, for exam-—- 
ple, a permanent increase in the rate of inflation, employed individuals 
would make the appropriate adjustment in their Savings to prevent a de- 
cline in their real retirement income. In this world, the inflation 
jump would be mirrored in nominal returns and the price of financial 
assets. As long as the individual had a "real" contractual pension com- 
mitment and the assets were denominated in real terms, then the infla- 
tion change would present few problems for the retired pensioner. 


If there were lags in the adjustment process, then an increase in 


the rate of inflation that persisted over time could generate a decline 
in the real value of accumulated financial assets. In this case, em- 
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ployed workers would have to increase their contribution rates to adjust 
for this loss, but retired individuals could not make an appropriate 
adjustment. The higher rate of inflation in this environment would be a 
result of government policy, and some would argue that the government 
should take the responsibility of maintaining the real value of the pen- 
sion benefits of retired individuals. If such government actions re- 
sulted in higher taxes, it would be possible that employees would change 
their savings contribution rates. 


Within this system, individuals free to select the institution to 
manage their pension savings in an environment of risk diversity and in- 
flation uncertainty, would be willing to allocate their savings to that 
security which best matched their preferences for risk and expected re- 
turns. Such actions would ensure active competition among the institu- 
tions for savings, and in turn would minimize poor management. 


In summary, in this somewhat stylized world, we would expect: 


1. Some variation in contribution rates in response to the age of the 
individual; 


2. Some variation in the contribution rates in order to compensate for 
lags resulting from unexpected changes in inflation; 


What we actually do observe in the real world is that retirement 
savings are a result of three tiers of decisions - individual decision- 
making, collective decision-making (employee-employer negotiated pen- 
sions or unilateral employer decision-making) and government decision- 
making. Individual decision-making is now regarded as supplementary to 
the two other tiers. That is, if an individual has a publicly available 
pension (CPP/OPP, OAS), and at the same time a private employment pen- 
sion, he may base his incremental discretionary savings decision on the 
adequacy of these two combined sources of retirement income. 


Of course, there is uncertainty as to the real value of the first 
two tiers of retirement savings, and hence one would expect that sudden 
changes in the inflation rate would have the greatest impact on the 
third tier of savings, the individual level. The data in Table 1 sup- 
port this supposition. Obviously, such savings adjustments can occur 
only for individuals who have adequate levels of income. 


Since some individuals do not have a sufficient income flow to en- 
able them to adjust their savings pattern in response to unexpected or 
unanticipated changes in inflation, then part of the adjustment could 
also take place at the government tier. Indeed, even in our stylized 
model set out above, part of the adjustment would occur in the pensions 
provided by government, most likely under a pay-as-you-go funding ar- 
rangement. Since we have postulated that we would expect the bulk of 
the pension savings adjustments to be made by individuals and to a 
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lesser extent by government, several questions then arise with regard to 
employer-sponsored pension plans. The three most critical are: 


1. Why did such plans arise since there did not appear to be any ex- 
plicit need for them? 


2. Why doesn't the collective agreement process handle the entire mat- 
ter of indexing of post-retirement pensions? 


3. Who in effect would pay the cost of this indexing if it could be 
negotiated through the collective agreement process? 


Economists argue that if there is an activity, then there must be a 
demand for the services or goods being provided and as well, there must 
be an individual or group willing to supply the services or goods. In 
the case of employer-sponsored pension plans, economists have tradition-— 
ally argued that there are benefits to both employers and employees for 
Setting up and negotiating such plans. In attempting to apply this prop- 
Osition to employer-sponsored plans, we were able to detect advantages 
only for employers. Even in this case the value of these advantages to 
employers is not likely to be easily measurable. 


Employer contributions to a pension fund are appropriately identi- 
fied as part of the employee compensation bill. Thus, the employer can 
defer to some extent, given the regulations of the Pensions Benefit Act, 
part of the company's total labour bill. This deferment may prove to be 
nothing more than illusionary over a period of time, but at the same 
time could be significant over a shorter period of accelerating rates of 
inflation and an increase in the longer term underlying rate of infla- 
tion. That is, during the period of the early to mid-1970s when the 
prevailing rate of inflation appears to have increased, the ability to 
defer part of the labour cost to some later period may have provided 
rather important increments to a company's cash flow and enabled some 
companies to adjust to the accelerating rates of inflation and more un- 
Stable general market conditions. 


A second advantage which may be conceptually a more permanent and 
real advantage for employers is that the delayed vesting arrangements 
might reduce labour turnover for a firm. A lower degree of labour turn- 
over would ensure that a firm would be able to earn an adequate income 
from the training and investment in the work-force. Pesando and Rea 
(1976) (page 14) have noted another implication of delayed vesting on 
the wage-setting process. Delayed vesting, according to Pesando and 
Rea, can serve as a substitute for wage scales that would have to rise 
steeply with seniority and skill levels. Alternatively, delayed vesting 
could be considered as a type of insurance which the firm issues SO as 
to share the cost of the specific manpower training undertaken with the 
workers. Obviously, these various propositions depend upon workers 
recognizing the vesting provisions in pension plans and employers not 
taking advantage of these vesting provisions and firing workers before 
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their rights in the pension fund are vested. Indeed, there is likely to 
be a high degree of ignorance on the part of workers with regard to 
their vesting rights and the advantage of delayed vesting may be more 
apparent than real in the actual market—place. 


While we are able to establish some possible benefits for employ- 
ers, we found it more difficult to identify advantages to employees from 
such schemes. 


One may suggest that workers might perceive that their lifetime in- 
come is generally higher because of the deferment of part of their wage 
until they retire. Otherwise, the worker should prefer a higher current 
wage and the ability to manage his own savings rather than run the risk 
of not receiving full vesting rights and be locked into a scheme that 
may have its funds poorly managed in relative terms. 


Our inability to conceptualize any net positive advantage forvrhe 
employee provided us with some insights into why contribution} rate -ad= 
justments to unexpected inflation movements have not generally occurred 
at the collective decision-making tier. Obviously, it is conceptually 
possible for employers and employees to negotiate for indexed retirement 
benefits and to make periodic adjustments in contribution rates. 


While employers argue they cannot afford these costs, we would 
point out in turn that the current wage bill could be reduced if the de- 
ferred wage component were to increase. But from the point of view of 
the employee, a higher contribution rate and a lower wage increase would 
lower real take-home pay during an inflation wave. Moreover, there isa 
general uncertainty as to the value of deferred wages or indeed even the 
likelihood of ever seeing the income at retirement. 


It is understandable that labour organizations would avoid such 
negotiations and would tend to push the problems of the retired workers 
back onto the employers. Moreover, young employees would have even 
stronger objections to negotiating indexed pensions in this way because 
they would have no guarantee of obtaining vesting rights; Atctheir 
stage in the life cycle, current income is more desirable than deferred 
income. 


Thus, while private employers claim that they cannot duplicate the 
indexing provisions of public sector plans because they would have to 
incur higher costs, we in turn suggest that the uncertainty of indexing 
costs could be borne effectively by both employees and employers. In- 
deed, at present, savings adjustments occur at the individual level via 
other forms of savings, which are more discretionary. Of course, the 
individuals we are talking about tend to represent the higher income 
earners in our society. 


Further, in light of the data presented in Table 4, it is apparent 
that only high wage firms have effectively involved themselves in pri- 
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vate pension schemes, since firms paying wages at slightly above the 
minimum wage do not have a realistic opportunity for deferring part! of 
that compensation into the future. For low wage workers, any possible 
adjustments occur via their own individual efforts or with help from the 
government. 


In the preceding discussion it was argued that at the collective 
decision-making tier indexing of pensions during the retirement years 
could be negotiated and would to a large extent be paid for by employees 
in the form of lower wage gains at the present time. There would also 
be some cost borne by the employers for their additional contributions. 
However, the share of the total cost would be lower for employers than 
employees since employers' contributions comprise part of the deferred 
wage package that employees are getting and that are being traded off 
against current income. Nevertheless, while negotiating indexed pen- 
Sions is possible, such negotiations have rarely taken place. Part of 
the reason for this is that most employer-sponsored pensions were ini- 
tiated unilaterally by employers and have continued to be exempt from 
the collective bargaining Process. Indeed, the setting up of pensions 
by employers was considered to be part of a social contract that they 
entered into when hiring a worker. As members of the Commission have 
pointed out to us, the pension was considered an additional benef e-EO 
be paid to employees since firms viewed their responsibility to their 
workers not terminating with the workers’ retirement but in fact per- 
Sisting beyond that time. Since employer-sponsored pensions are exempt 
from the collective bargaining process, the bulk of the adjustment has 
fallen on employers. 


In the cases where pensions have continued to be separate or inde- 
pendent of the bargaining process, employees are not likely to view the 
pension benefits as deferred wages and hence are not likely to consider 
trading off current wage increases against improvements in future bene-~ 
fits. Firms that have unilaterally improved pension benefits by index- 
ing on an ad hoc basis the pensions received by retired employees, or by 
periodically adjusting the existing structure of pensions for current 
employees are not likely to have been able to compensate for these 
higher costs by saving in terms of lower current wage increases granted 
to their employees. For this reason, then, employers have found it 
increasingly difficult to adopt indexing of pensions on a larger scale. 
Compounding the difficulty has been the problem faced by pension fund 
Managers in earning adequate real rates of return (in line with under- 
lying interest and wage assumptions built into the pension plan) during 
periods of accelerating rates of inflation. Hence unless pension plans 
that were unilaterally established by employers do become part of the 
collective bargaining agreement, it is highly unlikely that changes in 
the structure of plans will be brought about by employers to permit the 
indexing of benefits upon retirement. 


Some may argue, however, that firms, particularly the larger firms, 
possess a sufficient degree of market power to pass on the additional 
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cost of indexing in the form of higher prices. In effect, we are rais- 
ing the entire question of who would pay for indexing of pensions in the 
middle tier, the employer-sponsored plans. Some reference to public 
finance literature on the incidence of the corporate tax is appropriate 
at this stage. However, as we pointed out in Section (d), the litera- 
ture has not reached any strong conclusion with regard to the incidence 
of the corporate tax. Those supporting the perfectly competitive model 
have argued that the bulk, if not all of the tax has fallen upon share- 
holders and depressed the private rate of return. Others who pursue the 
market power argument suggest that most of it is passed on in the form 
of higher prices. In Table 21 in the preceding section, this ambiguity 
is highlighted. 


Our position is that indexing of private post-retirement incomes 
should be paid for entirely by employees since they are the ones who 
would gain from this benefit. However, in the real world where pensions 
are either part of the collective bargaining agreement or are unilat- 
erally administered by employers, employees would not bear the entire 
cost of indexing. Part of the cost would be borne by shareholders of 
companies and by consumers and suppliers for these companies. Since 
most of the private plans are in the high wage sector of the economy, 
from an equity point of view government indexation of retirement bene- 
fits at the second tier would tend to result in a redistribution of in- 
come in general from low income individuals to middle and higher income 
individuals. 


In concluding this section, we would like to reiterate that in a 
world consisting of only two levels - the government decision-making 
tier and the individual decision-making tier - the adjustment of the 
pension savings decisions to unexpected-unanticipated inflation changes 
would be made by and large by individuals, and to a lesser extent by 
government. As government is involved, a redistribution of income in 
the direction of lower income individuals could occur. At the individ- 
ual level one would expect changes in the contribution rates over time 
if inflation per se were perceived to be unstable. Obviously, the sav- 
ings adjustments by individuals would only occur among those who were 
still employed. The retired would have to rely solely on the government 
for any adjustments to unexpected and unanticipated inflation moves. Fi- 
nally, the savings adjustments that would be made would be much greater, 
both in terms of number and absolute value, if the rate of inflation 
permanently increased. 


6. CRITICAL ASSESSMENT OF ALTERNATIVE PROPOSALS FOR INDEXING POST- 
RETIREMENT BENEFITS 


a) Introduction 


In essence this section of this study is intended to represent a 
culmination of much of the previous work. If mandatory or non-mandatory 
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indexing of private pension benefits is to be recommended, which mechan- 
ism, or mix of proposals, seems to be the most appropriate? A review of 
a series of proposals implies that certain minimum yardsticks for evalu- 
ation be considered. Among these yardsticks are the following: 


1. expected effect on the present distribution of income; 


2. expected financing impacts on private plans - 1.e., the actuarial 
soundness test; 


3. the involvement test - what does the scheme do in terms of the 
prospective impact on negotiated compensation packages? 


Let us consider these three major criteria. With regard to income 
distribution, it has already been noted that it is very difficult to 
State who will be the winners and losers from the introduction of a 
Scheme. To place that question in perspective, if the scheme which is 
being considered requires federal government financial payments, it is 
necessary to ask whether the prospective increases in federal government 
budget deficits will be financed by tax hikes or government expenditure 
reductions, etc. Moreover, it is important to ponder what the prospec-— 
tive effect will be on the individual pensioners, the workers, and of 
course the employers. 


Under the second actuarial criterion, as an example, we simply note 
that the introduction of a new indexing plan may be regarded as actuari- 
ally sound or not, may have the effect of reducing the extent of experi- 
ence deficiencies, or not. 


The last criterion follows from an argument that without impedi- 
ments one would expect the collective bargaining system to be a proper 
vehicle for the introduction of such plans. By this test we essentially 
inquire whether the pension question will be handled in a more fruitful 
way by the collective bargaining system. 


Once again, it is necessary to state that ultimately the most im- 
portant consideration may be income distribution. Identifying winners 
and losers in this way may nearly be impossible. 

The various post-retirement indexing proposals for private pension 
plans which are briefly reviewed here are listed below. It should be 
noted that in some cases the options are not that different from each 
other. That is, a partial mandatory indexation by employers, or indexa- 
tion with a cap, differs only in degree from full mandatory indexation. 
1. The index bond solution. 


2. The government as an insurer of last resort. 


3. Excess interest scheme. 
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4. Continual ad hoc indexation adjustments. 
5. The collective bargaining fulcrun. 

6. The inflation tax credit. 

7. Cofirentes +; Martin O'Connell proposals. 
8. Keith Cooper - partial indexation plan. 
b) Professor Pesando's Schemes 


According to James E. Pesando the nature of the solution to the in- 
dexing problem is obvious. While private industry may feel it is unable 
to accept the actuarial risk of providing a real rate of return instru- 
ment,(17) (Pesando and many other economists have already noted that it 
is surprising that the private sector itself has not come out with real 
rate of return instruments) the government has a legitimate interest in 
accepting this form of actuarial risk in order to protect retirement 
incomes from the ravages of inflation. In a provocative paper entitled 
"The Indexing of Private Pensions: An Economist's Perspective on the 
Current Debate," Pesando discusses two potential solutions. In one the 
national government would issue a purchasing power bond to private 
pension plans. In the other, the government would offer an insurance 
scheme to private pension plans so that they would be in a position to 
offer "a real income" pension benefit to the retired workers. (18) 


(i) The Index Bond Solution 


In order for a pension plan to be able to offer a real rate of re- 
turn benefit, it must itself have access to financial instruments that 
are automatically and fully adjusted for inflation without the lender 
experiencing any changes in the value of the asset. In this part of the 
report we touch on the option of the pension fund purchasing a real pur- 
chasing power bond issued by the Government of Canada. The manner in 
which a purchasing power bond could operate is described in Table 23. 


As noted earlier, in an inflationary period as the rate of infla- 
tion accelerates, market rates of interest adjust and, of course, bond 
prices fall. Indeed, Pesando notes that the adjustment to changes in 
inflationary expectations in the bond market is fairly complete, as an 
expected one percentage point rise in the rate of inflation produces a 
One percentage point increase in interest rates. This is consistent 
with the Fisher principle. However, the adjustment ignores the decrease 
in prices of existing bonds with coupon rates below current yields. 


In the accompanying table we use the following figures to provide 
an example of how this mechanism would work. We assume that the adjust- 
ment between rates of inflation and changes in nominal yields is instan- 
taneous. We assume that at the issue date nominal yields on a one year 
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bond are 9.7 per cent, the expected rate of inflation is equal to 7.7 
per cent per annum, the actual rate experienced during the preceding 
year. The investor (lender) plans to hold the security for one calendar 
year. During the year there has been a change in the inflationary envi- 
ronment with both the expected and actual rates of inflation having in- 
creased by 2.3 percentage points and market yields rising proportion- 
ately to 12 per cent. The bond owner thus experiences a real loss of 
$2.30 from his original expectations. That is, for full indexing to be 
in operation, the realized nominal payments at maturity must be $112 
rather than the $109.90. Thus indexing via automatic increases in the 
fixed coupon to compensate for the extra rate of inflation would cost 
the issuer of the bond $2.30 in this example. 


In a decelerating inflation period nominal yields decline and, of 
course, real gains in excess of 2 per cent are earned on the fixed price 
security. In other words, a purchasing power bond is like a Canada 
Savings Bond with a floating coupon rate.(19) 


Thus, purchasing power bonds have a symmetry when the rates of 
inflation accelerate or decelerate and when the adjustments to expected 
changes in prices are rapid. If such an instrument were available to 
private pension funds then, of course, they would be in a position to 
offer real denominated pension benefits. 


Note in the example in Table 23 the assumption that the real rates 
of return earned on the purchasing power bonds would match the real 
rates of return which would be earned on comparable financial instru- 
ments. To reiterate this: point, if there were an unanticipated shift in 
inflation, the government issuing the bond would not really undertake 
any additional costs in real terms. This type of index bond takes care 
of the unanticipated inflation changes, for at maturity the total nomi- 
nal payment to the lender has the same purchasing power as the nominal 
funds originally loaned out, plus the real rate of interest. 


But the introduction of indexed bonds results in changes which are 
much more profound than simply the differences cited in the above exam-— 
ple. The issuer of the bond (borrower) in a sense accepts the entire 
risk of offsetting the inflation losses. Therefore, undoubtedly the 
issuer Of the bond would desire or demand in the market-place to borrow 
at a real rate of return somewhat below the real return on non-indexed 
bonds. In effect, the difference in the initial real rates of return 
could be viewed as a premium being paid by lenders to insure against 
unexpected inflation changes. Since it is unlikely that the private 
sector will issue such securities, the index bond solution in essence 
means that Ottawa would have to issue these securities. 


(ii) Analysis 


If one digs deeper into the implications of the Government of 
Canada issuing indexed debt, the advantages become less clear-cut. It 
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is clear that there are unknown but potentially large capital market 
implications of such a scheme. In turn, these effects depend on whether 
the amount of such securities would be limited and who or what insti- 
tution would have access to them. Among the possible capital market 
implications are: 


ibe 


Since the coupon rate on these bonds adjusts quickly to inflation 
movements, nominal yields on all fixed income securities might 
adjust more rapidly to inflation. 


If it is deemed that only a limited quantity of such bonds is to be 
made available, how would a rationing system be devised? Why is it 
fair for private pension funds to have access to such securities, 
when such funds cover only about 40 per cent of the work-force? 
Real purchasing power bonds obviously will be an attractive savings 
instrument - should they also be made available to RRSP holders? 


Private debt would be less acceptable to pension funds if purchas- 
ing power bonds were available from the federal government. In 
order to become more like a purchasing power bond, which after all 
is a very short-term instrument, private debt would tend to see its 
term structure shortened. This would make private financing more 
difficult and increase risks associated with cyclical fluctuations 
resulting from economic activity. 


Would trading in these purchasing power bonds be permitted? Trad- 
ing, per se, would tend to speed up the adjustments in the price 
and yields of other securities. 


The larger the volume of such bonds in existence, the more the 
management of funds becomes automatic, not discretionary. This 
scheme could remove some of the incentive for good management of 
pension funds. 


As well, what would happen if the federal government were operating 
its cash budget in a surplus position? While at the present time 
this might not appear realistic, it might not always be the case. 
In effect, then, the government would end up as a purchaser of last 
resort of private security debt and equity - and in fact - the gov- 
ernment would be an extra intermediary between the pension industry 
and the private sector. One could visualize with such a scheme 
private investment funds holding only government bonds and the 
government portfolios owning the bulk of private equity. Indeed, 
Pesando has admitted this possibility. 


In addition to the possible capital market effects there are two 


other shortcomings to the index bond proposal. 


1. 


To return to an earlier point, even if indexed bonds were made 
available, the pension benefit terms would still have to be renego- 
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tiated if indexing were the goal. That is, although it might be 
somewhat easier to introduce indexed employer-sponsored pensions 
because of the existence of such bonds, the introduction of these 
bonds need not result automatically in indexing. Any shift from 
flat benefit to indexed benefit schemes would still require imme- 
diately higher contribution rates by both employees and employers 
until the current level of deficiencies was overcome. Indeed, in- 
dexing would be easier to achieve but the availability of index 
bonds alone provides little incentive to negotiate collectively or 
introduce unilaterally indexed post-retirement benefits. 


The issuance of indexed bonds by Ottawa, which could possibly be a 
Substitute for some of its own fixed income debt or Canada Savings 
Bonds, could have some income distribution effects. There are a 
number of possible outcomes on the income distribution front, de- 
pending on whether Ottawa's net borrowing rises, falls, or remains 
the same with the issuance of part of that debt in a fixed income 
form. In essence, in the past Ottawa could have been a net winner 
due to rising inflation as a result of its net borrowing position. 
This could alter. 


In a deteriorating inflation environment the private pension funds 
which would have access to the fixed income debt would be better 
off - and thus so would their interested parties, the firms and 
their employees, and at some point the pensioners. In an improving 
inflation environment this would not be the case - as indexed bonds 
would not offer the portfolios any capital gains. 


If one assumes, however, that inflation will tend to worsen, the 
high wage firms who contribute to pension funds, the employees of 
such firms, and their pensioners would gain some advantage over 
those without access to the purchasing power bonds. If these bonds 
were spread beyond the private pension fund sector, this would tend 
to reduce the relative advantage to those with access to them. 


In effect, the issuance of index bonds by the government might 
necessitate increased taxes or reduced levels of spending. Since 
the bonds would primarily benefit individuals involved in the sec- 
ond tier employer-sponsored pension plans, there could occur some 
redistribution of income from low to middle income recipients. 
Moreover, the availability of index bonds on a limited scale to 
pension funds, or even on a larger scale, would accomplish nothing 
in terms of resolving the indexing problems of individuals not 
covered by employer-sponsored plans; namely, low wage and part-time 
workers. 


Thus we are in general agreement with Pesando that the purchasing 
power bond solution itself might not be ideal. 


is 


(iii) Government as an Insurer of Last Resort 


In Pesando's view, the federal government has no practical alterna- 
tive but ultimately to get involved in underwriting the inflation risk 
for the pensioners. He notes that the CPP and OAS plans are both fully 
indexed and underwritten by the taxing powers of government. Thus, 
there are three critical points in his plan: 


1. Sponsors of defined benefit plans must purchase a requisite annuity 
from an insurance company which yields a real rate of interest in 
order to provide a real benefit. 


2. The federal government could underwrite the risk associated with 
unanticipated inflation, as long as any error made in the forecast- 
ing of this inflation would tend to equalize out to zero over some 
period of time. The life insurance company would have to pay the 
government a premium for this insurance service. 


3. Tha annuity could be issued directly by the government or indi- 
rectly by private insurance companies or the firms themselves which 
in turn would have the government underwrite the risk. 


While we doubt that purchasing power bonds are the ideal instrument 
for overcoming the inflation-induced losses to pension plans, we also 
have qualms over the insurance scheme approach. Our qualms are related 
to the practical limitations of the plan. It should be recalled that 
the essence of the scheme is that the government functions as an insur- 
ance agency for life insurance companies which in turn provide pension 
funds with annuities generating a real benefit level. In effect, the 
scheme is concerned only with retirement income and guaranteeing that 
the real return during the retirement years on the investment pool built 
up during the pre-retirement period would be adequate to provide for a 
fully indexed pension. 


"In particular, the federal government could sell insurance (for 
example) to life insurance companies which would enable them to 
sell fully indexed annuities. In effect, the government would 
underwrite the risks associated with the possibility that the sub- 
sequent rate of inflation would diverge from its expected path, or 
7 per cent in the above example." (Pesando, page 16) 


Under the insurance scheme the pace of future inflation would be 
calculated from the current nominal yield of long-term bonds. Thus if 
long-term government securities currently were yielding 10 per cent, and 
3 per cent were the estimated long-term real rate of return to such se- 
Curities, then 7 per cent presumably would be the expected long-term 
rate of inflation. If the inflation rate actually exceeded 7 per cent, 
then it would be necessary for the insurance fund to transfer funds to 
the insurance companies which issued the annuities to the pension fund. 
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As Pesando notes in his paper, the insurance fund would operate 
symmetrically, transferring funds to plans when inflation (and yields) 
were rising, receiving funds from plans when inflation (and yields) were 
moderating. For governments to net out neither a winner nor loser, the 
rate of inflation would have to have a meaningful average over some 
period of time; or stated in another way, as long as inflation forecasts 
were on average correct. If forecasts were on average correct, the 
funds would remain on average relatively stable in size, and in turn 
government's involvement would simply be mechanical rather than fiscal. 


iv) Analysis 


1. In the purchasing bond case Only part of the portfolio would be 
affected by the scheme. Under the insurance scheme, that part of 
the portfolio which was transferred to the insurance company on 
which inflation gains (or losses) would be calculated would be 
affected. Thus the potential impact of the insurance fund scheme, 
if restricted to insurance companies only, is indeterminate without 
knowledge of such variables as the proportion of assets converted 
into annuities offered by the insurance companies and the demo- 
graphic composition of the private sector work force. 


2. A real risk in this scheme is the potential for the insurance fund 
to not calculate properly its own actuarial risk. There would be, 
indeed, the possibility of severe drains om the national treasury 
if inflation acceleration were the course for a long period of 
time. Or stated another way, if there were a permanent increase in 
the average level of inflation, this could cause significant prob- 
lems, since the government would end up in a deficit position with 
regards to fulfilling its obligations. 


3. Calculating the inflationary expectations figure from the yield 
curve is not as straightforward as economic principles suggest. No 
doubt the assumption of a fixed real rate of return would be 
adopted in such calculations, though of course, there is no reason 
why real rates of return to government securities should be fixed. 


To provide an example of where big transfers could occur from the 
fund to the insurance company, consider the following. In 1974 
long-term government securities were yielding 8.87 per cent while 
the actual recorded rate of inflation was 10.9 per cent. If a 
fixed real yield was assumed to be 3 per cent, then the expected 
rate of inflation at that time for the time horizon into the future 
would have been 5.5 per cent. In fact, the rate of inflation in 
1976 was easily double that expectation, and in 1977 was consider- 
ably in excess of the presumed 5.5 per cent rate. Granted this 
problem could be minimized over a long enough period of time, but 
the short-run implications could still be very severe. 
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An associated part of the above concern is that relative spreads 
between security yields alter, depending upon market conditions. 
These interest rate spread changes might be picked up in a calcu- 
lation as a shift in the inflation expectation components of the 
yield structures. 


The insurance scheme does not deal with the existing problem of 
experience deficiencies and unfunded liabilities. Unless the in- 
surance scheme were extended to the total pension pool of assets, 
this problem would still exist, particularly during periods of ris- 
ing inflation rates. 


The insurance plan does not provide a direct incentive for negoti- 
ating or unilaterally introducing post-retirement indexing, albeit 
it does provide a vehicle for making indexing somewhat less risky. 
Employees might prefer to adjust to unexpected or unanticipated 
changes in the rate of inflation on their own rather than be com- 
pelled to do so through the medium of employer-sponsored plans. 


Even if the rate of inflation did fluctuate over time around a 
single value rather than fluctuate but increase from one level to 
another, long-run inflation expectations would change from year to 
year in response to the annual movements in actual rates of infla- 
tion. Hence the guaranteed rate of escalation built into the annu- 
ities would fluctuate from year to year so that the administration 
of the insurance fund would become increasingly complex over time. 
Thus, a peculiar situation could arise in any given year with some 
life insurance companies paying into the fund and others receiving 
from lt. 


The prevailing rate of inflation during the retirement years would 
have to be correctly assumed in order to establish contribution 
rates that would generate an adequate fund to purchase the desired 
real value annuity. Moreover, the pension fund would have to earn 
the real rate of return implicit in the host of actuarial assump- 
tions underlying the structure of the fund. The insurance scheme 
does nothing to deal with the problems that might arise at these 
stages. 


It is hard to assess the relative winners or losers in terms of 
income distribution impacts. This scheme is designed, in princi- 
ple, not to alter the federal government budget position. If that 
were the case, the pension fund participants, employers, employees, 
and pensioners could be in an improved relative position over the 
longer run, depending upon insurance premium rates, and how they 
were shared. If this scheme were in place and there were a high, 
unexpected increase in inflation, then the ultimate increase in the 
federal government budget could have an effect depending upon the 
financing of the fund transfers from the government via the insur- 
ance industry to the pensioners. 
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It should be recalled that if the transfers were financed by higher 
federal taxes, the cost would be borne in a very slightly progres- 
Sive manner across income groups. If the transfers were financed 
by government expenditure reductions, then alternatively, the costs 
would be borne in a fairly regressive fashion across income groups. 
If the transfers were financed by a higher federal government 
deficit, that is, if the transfer funds were in turn borrowed in 


the market-place, then the incidence effects would be clouded 
extraordinarily. 


Cc) The Excess Interest Proposal 


In order to determine pension contributions, either for the em- 
ployer alone or for employees and employers combined, it is necessary to 
create a fund that will be adequate to purchase the annuity promised to 
the employee. In this regard assumptions are made concerning price and 
wage inflation and the interest earnings appropriate to the investment 
vehicles of the plan. It is possible, as rates of inflation and nominal 
yields change over time, that the actual earnings of the plan may exceed 
the assumed earnings. Thus, it has been argued that when excess inter- 
est is earned, the excess earnings should be used to index to whatever 
degree possible the pensions of former employees who are currently re- 
tired and receiving pension benefits from the company. It should be 
pointed out that the extent of the indexing of existing pensions would 
be strictly a function of the level of excess earnings. There would be 
no guarantee from year to year that indexing would be continued and as 
well that there would be full indexing in any given year. To some ex- 
tent this plan is an offshoot of the ad hoc indexing provisions already 
practised by many major employer-sponsored pension plans. 


(i) Analysis 


1. The short-term excess interest rates earned by a fund could be used 
to reduce the contributions by employers or employees to the fund 
or to improve the benefits to present employees rather than to 
index the pensions of past employees. Obviously, some combination 
of the three options could result, for if existing pensions were 
indexed, there would likely be demands by current employees to have 
their pension benefits improved as well. Alternatively, current 
employees could demand to have their current contributions reduced 
without any commensurate improvement in their pension benefits. 


2. This scheme does little to deal with the problems that may be faced 
by low wage workers or low income pension recipients and it ignores 
entirely the possibility of setting up incentives for adjustments 
to inflation to be undertaken at the individual tier. 


3. The excess interest earned may be inadequate for full indexing, 


particularly during periods of rising inflation rates, if nominal 
interest rates do not adjust fully or rapidly to changes in infla- 
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tion rates and the returns earned by private pension funds do not 
adjust rapidly and fully to nominal interest rates. 


d) Ad Hoc Adjustments 


To a large extent the private plans which adjust benefits in an ad 
hoc manner are applying the excess interest proposal. At present many 
employers periodically improve the pension benefits provided to former 
employees. This reflects in part the social contract nature of the pen- 
sion plan and to some degree as well the improved earnings of the plan, 
because of either good management or higher nominal yields resulting 
from higher rates of inflation. 


(i) Analysis 


1. We do not have any fundamental disagreement with the existing ad 
hoc indexing schemes. Even though they do not meet the full de- 
mands for indexing and there is no guarantee that there will be any 
indexing from year to year, such schemes can be integrated with 
others that provide greater incentives to individuals to plan for 
retirement. 


e) The Federal Government Accepting a Role as Lender of Last Resort to 


Employer-Sponsored Pension Plans if They Would Provide Fully Indexed 


Benefits 


This scheme is in effect a modification of an insurance program of 
private employer-sponsored plans, but the focus would be on the unfunded 
liabilities and their implication for post-retirement indexing of 
benefits. 


Under this framework, the government would: 


1. Provide an incentive to private pension plans to offer fully in- 
dexed benefits by making borrowed funds available to the plans 
during rapid inflation escalation periods. 


2. Tighten the regulation of employer-sponsored indexed benefit plans 
in such a way as to force them to deal with their unfunded pension 
liabilities more rapidly than at present. 


For example, funds that were in a serious deficit position with 
regard to their future expected liabilities as a result of indexing 
post-retirement benefits would be required to fund these additional 
liabilities within three to five years, possibly by borrowing tempo- 
rarily from the central authority an amount necessary to cover part of 
these unfunded liabilities. The rate of interest charged on such bor- 
rowings could be in line with the prime rate. 
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The plan would place a ceiling on the borrowed funds available - 
and in essence would force the pension plans to adjust their contribu- 
tion rates to remove any systematic and long-term problems. It is con- 
ceivable that pension funds could exhaust their borrowing limits, and 
might then be required to seek out outside sources of funds to cover any 
deficits calculated at that time. Such borrowed funds would have to be 
repaid within a three to five year limit. ‘Those funds whose performance 
was above the market, and which did not incur unfunded liabilities, ob- 
viously would not require any recourse to the lending authorities. 


The main purpose of this scheme is to apply pressures upon em- 
ployers and employees to introduce more flexibility into either contri- 
bution rates, benefit rates, or both, in view of the changing inflation 
climates; in effect, to force employees to directly recognize their re- 
Sponsibility in managing for their retirement income. If indeed higher 
unfunded liabilities resulted, it should be recognized that the sharing 
of the liabilities is a joint responsibility subject to negotiation 
between employees and employers. Since the pension benefits are at 
least in part a form of deferred wage, it is imperative that employers 
and employees negotiate any shortcomings in existing plans and decide 
whether tradeoffs should be made between current wage increases and 
future income. 


(i) Analysis 


1. This program, however, would not in itself guarantee that collec- 
tive negotiations would result necessarily in post-retirement in- 
dexing of benefit payments. Nevertheless, we suggest that it is 
worthwhile to highlight the fact that errors are made in calcula- 
tions which may require either changes in negotiated contribution 
rates or changes in benefit levels. Indeed, by highlighting these 
facts there may be further recognition that post-retirement indexed 
pensions are also an area for negotiation between employers and 
employees. 


2. As we have suggested earlier, the existence of unfunded liabilities 
in itself might not be necessarily a negative factor, if employers 
use the funds they could otherwise have contributed to the pension 
plan for physical rather than financial investments in order to 
earn a higher rate of return. 


3. This scheme does little to deal with the problems faced by past em- 
ployees who are receiving fixed dollar pension benefits. Moreover, 
this proposal is attempting to force the resolution of the indexing 
of post-retirement pensions onto the second tier employer-sponsored 
plans. 
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£) The Inflation Tax Credit Plan 


The federal government would accept the indexing cost of self- 
administered plans and employer-sponsored plans, but only up to a maxi- 
mum limit under the inflation tax credit scheme. 


All persons aged 68 or over would be entitled to claim a tax credit 
to offset the effects of inflation on a protected band of income, say, 
twice the floor now provided by government programs, OAS, GIS, and CPP, 
which are currently fully indexed. The amount of the credit could be 
based on the inflation rate during the taxation year in which the credit 
was claimed. The income offered inflation protection would include all 
sources other than rental income or earnings from employment with a view 
that those who had saved for retirement would retain the incentive for 
saving since they would be protected to some extent from inflation or 
income beyond that received from government programs. 


The inflation tax credit would be based on a cumulative inflation 
rate for each year after age 68. In this way protection would be ona 
universal basis and not just for those in pension plans which may be in- 
dexed or increased by ad hoc payments from time to time. Government 
programs would continue to be indexed as before. 


(i) Analysis 


1. A key ingredient in this plan, aside from the manner in which the 
federal government assumes a responsibility for minimum real in- 
comes for the aged, is the potential impact on the federal govern- 
ment budget. Aside from the worthwhile potential income distribu- 
tion effects stemming from the proposal itself, there is an extra 
income distribution effect that would result from the increase in 
government outlays. 


As we noted in an earlier section, changes in tax revenues or ex- 
penditures have rather different income distribution effects. Thus 
the federal revenue system tends to be mildly progressive with 
respect to income, though federal government expenditures are very 
progressive in terms of their income impact. The secondary effect 
depends on whether the budget deficit is increased or decreased, 


and the financial effects on revenues or expenditures stemming from 
this. 


2. A positive side to this proposal is that it explicitly recognizes 
that the government's role in the pension field is to ensure that 
there is a minimum pension in real terms available to all indivi- 
duals upon retirement. Additionally, it recognizes that private 
pension benefits are only part of the stream of total earnings 
available to pension recipients. The federal government currently 
provides a minimum income level via its OAS and GIS payments - and 
both social security transfers are presently fully indexed. If 
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pension-age individuals have worked, they also earn a pension on 
their CPP/QPP contributions; once again the benefits are fully 
indexed for inflation. Current practices are designed so that the 
CPP/OQPP share of the minimum income requirements would rise over 
time. 


3. The fact that self-administered plans will also be provided with 
the same degree of index protection means that the pensionable 
employee and those under self-administered plans are treated 
equally. 


g) Proposals to Extend the CPP/QPP 
(1) Cofirentes + 


The principal recommendations of the study were as follows: that 
the Old Age Security system be continued with the same objectives and 
structure as at present, but that if a guaranteed minimum annual income 
scheme is adopted, it replace the GIS. The study suggested that the OPP 
retirement benefits be increased by 50 per cent up to one-half the YMPE 
and 25 per cent of the portion above that up to the YMPE. In addition, 
that the current value of the YMPE should reach the average industrial 
wage level within a ten-year period. Finally, the indexing formula for 
both OAS and OPP pension payments would be continued. 


(ii) The O'Connell Proposal 


In a June 1975 study, Martin O'Connell, the M.P. for Scarborough 
East, recommended that the CPP/QPP be phased up from the maximum of 25 
per cent of average industrial earnings to 40 per cent by 1985 and 50 
per cent by 1990. In addition, OAS payments would be maintained at no 
less than 12 1/2 per cent of average industrial earnings, so that com- 
bined payments under CPP and OAS would generate up to 62 1/2 per cent of 
the average industrial wage upon retirement and both payments would be 
indexed fully for inflation. Mr. O'Connell also provided other recom- 
mendations with regard to mandatory membership in private pension plans, 
earlier vesting, and other adjustments in private plans which are not of 
direct relation to the issue of indexing. 


(iii) The Cooper Proposal 


Keith Cooper, in a paper presented to the Guelph Chamber of Com- 
merce in June of 1978, stated: 


"An adequate retirement pension would be provided by a pension 
equal to 75 per cent of final three-year average pay up to the 
Canada Pension Plan ceiling (the average wage in the country), and 
60 per cent of final three-year average pay above the Canada 
Pension Plan ceiling. These percentages include both Canada 
Pension Plan and Old Age Security benefits which produce pensions 
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of approximately 40 per cent of earnings up to the average wage in 
the country. Therefore, a private pension plan providing 35 per 
cent of final three-year average pay up to the average wage in the 
country and 60 per cent of the average wages above this level is 
all that is needed to provide an adequate pension....In the areas 
of indexing we suggested that only that portion of the pension 
earned on income up to the average wage be indexed. In addition, 
we suggested that indexing occur only after inflation exceeds two 
per cent in any year....Both OAS and CPP benefits are fully indexed 
and they represent 40 per cent of average wages. We're only talk- 
ing about a loss in purchasing power of two per cent on the balance 
of 35 per cent of average wages." 


Mr. Cooper's remarks on indexing pensions are consistent with the 
life cycle model that was set out in Section 5 and would be supported by 
us; namely, that "indexing pensions earned on wages above the average 
Canadian wage....should be the concern of the individual....What is 
needed is for government to foster a more attractive climate for higher 
paid individuals to defer income in order to be able to apply such 
Savings to offset the loss in purchasing power of that portion of the 
retirement pensions earned above the average Canadian wage." 


(iv) Analysis 


There is a strong similarity among the three sets of proposals. It 
is hard to quarrel with Cooper's suggestions as to what comprises an 
adequate retirement pension. However, one could argue that, at a mini- 
mum, an adequate retirement pension should be equal to 75 per cent of 
the final three-year average pay, up to the average wage in the country 
- that is, 75 per cent of a three-year average of the average industrial 
wage in Canada. If this, then, is the minimum adequate retirement pen- 
Sion, it can be achieved through the creation of a guaranteed annual 
income program for the elderly which would basically incorporate and ex- 
pand the OAS/GIS system and minimize the role of the CPP/QPP plans. Or, 
a similar objective could be achieved by expanding OAS/GIS, CPP, and OPP 
along the lines recommended in the Cofirentes + and O'Connell studies. 


With regard to indexing, we differ slightly with Cooper's proposal 
that it only occur for inflation rates in excess of 2 per cent per year. 
As we noted in Section 4, even with full indexing of retirement pension 
benefits, in relative terms, the elderly fall behind wages earners and 
other income recipients in the economy.(20) They do not gain from the 
productivity improvements in their retirement years, which suggests 
that, to the extent that private pension benefits represent part of the 
minimum adequate level, private pension benefits should be fully 
indexed. 


The main beneficiaries in terms of income distribution, because of 
the full indexation of OAS/GIS, CPP, and QPP, appear to be retired work- 
ers who were low income wage earners. In many cases, they are not cov- 
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ered currently by private pension plans. Our analysis and conclusions 
are consistent with some aspects of Cooper's proposal that indexing of 
employer-sponsored plans should remain primarily a responsibility of the 
participants. Indeed, we suggested a plan whereby the federal govern- 
ment would provide an incentive for full indexation of private benefits 
- the incentive to stem from the creation of a lending authority to 
finance the plans during difficult inflation periods. 


One last element in Mr. Cooper's plan was the proposal to provide 
additional incentives to private savings. If this were adopted, it 
would enable individuals to adjust their own Savings decision more 
rapidly to unexpected and unanticipated changes in inflation rates. 


We recognize the fact that further tax incentives for savings along 
the line of expanding RRSPs would tend to result in some net benefits to 
middle and upper income recipients and could possibly result in a redis- 
tribution away from low income recipients. Any possible adverse redis-— 
tribution of income that could arise would not likely be any worse than 
the redistribution that would arise under the various other schemes that 
have been proposed - other than those in this last section. 


Expanding CPP/QPP coverage would necessitate increases in the 
contribution rates and would place the financing burden directly on 
those who should face up to the retirement decision, namely, the indivi- 
duals involved. Further, it would relieve some pressures on employer- 
Sponsored pension plans to undertake ad hoc indexing for current retired 
employees or for future retired employees. The employer-sponsored pen- 
sion plans would, in effect, have to fill a smaller vacuum in the over- 
all pension picture. Further, such a scheme would assist those in low 
wage jobs at the bottom end of the income spectrum. 


Expansion of the Canada Pension Plan could also be associated with 
variable contribution rates. Indeed it might be possible to make con- 
tribution rates variable over time with rates of inflation, as well as 
variable over an individual's lifetime to take into account the life- 
cycle savings interests. In this way, then, there would be fewer 
pressures on younger families and individuals to save or contribute to 
pension plans during their earlier years. They would contribute more in 
their later years when they could better afford to do so. 


h) Summary 


Clearly there are many alternatives to consider in terms of design- 
ing mechanisms to protect the incomes of the retired in Canada. These 
plans, or variants of plans, often are associated with other issues 
which deal with subjects external to the indexing of private employment 
pension benefits. Among these other issues are such subjects as: 


1. the minimum acceptable level of retirement income (usually stated 
in terms of a percentage of the current average industrial wage); 
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2. the desired mix between social security pensions (OAS, GIS, and 
CPP/QPP), private employment pensions, and private savings; 


3. the concern over the fact that the government indexes the incomes 
of public servants, while private employers feel they cannot match 
the indexing provisions. 


Clouding the whole question of indexing of private post-retirement 
benefits are the associated financing difficulties for private employ- 
ment plans which can be directly attributed to rising inflation, and the 
reality that it is very difficult to discuss, in other than very general 
terms, the income distribution effects of many of these measures. 


In this study we reviewed a number of proposals, among them the 
government purchasing power bond scheme and the government insurance 
related scheme - the latter plan in particular was proposed by Professor 
James Pesando. As well, we considered present practices which result in 
ad hoc indexing of post-retirement incomes financed by the apparent ex- 
cess interest earnings to plans resulting from inflation-induced higher 
interest rates. In this regard the authors suggested a plan which would 
have the federal government stand by as a lender of last resort to the 
private pension plans if the participants would negotiate full indexa- 
tion of post-retirement benefits. We also reviewed an inflation tax 
credit plan, and as well considered a series of proposals to increase 
the coverage of the CPP/QPP. The last series of plans as well as the 
inflation tax credit plan take a very comprehensive approach to the en- 
tire pension system in Canada. 


Our conclusions, based on a review of these various alternatives, 
are that we tend to favour some combination of expansion of the CPP 
coverage and extension of tax deductions for private contributions to 
pension plans (along the lines of RRSPs). We also feel that if the 
government were to get involved to compensate (or insure) for unexpected 
increases in the pace of inflation for the private plans, its involve- 
ment should be as equitable and as universal as possible. In our view, 
the labour-management participants should be encouraged to negotiate 
full indexation of post-retirement benefits. 


We argued that the various insurance related schemes, or the pur- 
chasing power bond plan, were either possibly too risky for the federal 
budget, or possibly even unworkable. The inflation tax credit proposal 
uses federal tax dollars to provide inflation indexing on private bene- 
fits for persons 68 years of age or older, but still provides an incen- 
tive for employees and firms to negotiate separately an indexing option 
for retirement. There is a gap in the total expenditure depending upon 
the degree to which retirement savings increased in value with general 
inflation and the limit of the income protection. As we noted earlier, 
the proposal has the advantage of providing more real certainty to pen- 
Sioners, providing a continuing incentive to save for retirement, and 
being somewhat universal in approach. A concern with this scheme, or 


124 


indeed any other scheme which ultimately falls back on the federal gov- 
ernment, is that it is difficult to anticipate the federal government 
budgetary implications from this proposal. 


In our view, any changes to the existing status should involve 
individuals directly so that they realize that they have to alter their 
Savings-expenditure plans to take into account possibilities of unex- 
pected changes in the rate of inflation. It is the individual who 
Should make decisions on whether he desires higher indexed benefits in 
retirement years at the expense of lower current income or vice versa. 
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NOTES 


O19), 


(2) 


(3) 


(4) 


An idea of some of the parameters involved in a cost sharing 
process can be gleaned from the following rough calculations. In 
1976, direct labour costs in Canada's manufacturing industries 
represented about 23 per cent of the value of their shipments. In 
firms with private plans in effect, employer contributions 
typically range between 4 and 6 per cent of total labour 
compensation. If firms with such plans faced a doubling in the 
cost of their private pension contributions due to mandatory 
post-retirement indexing, this would result in an increase in 
their total labour compensation payments equal to about 1 per cent 
of their sales revenues. If profit margins (the ratio of pre-tax 
corporate profits to sales) averaged 9 per cent, the doubling of 
employer pension costs - with no other changes - would result in 
about a 13 per cent reduction in the total stock of corporate 
profits in the companies with private pension schemes in 
operation. Of course, it does not necessarily follow that the 
full cost of indexation would, or should, be borne only by the 
firms. Costs could be shared with governments or the employees. 
Moreover, firms would, no doubt, pass on through higher prices 
some of their increased labour costs due to indexation of 
benefits. 


There has always been confusion in the economic literature 
concerning the real time dimensions of the short run and long run. 
The view on the long run tends to range from the Marshallian "day" 
- the period of time it takes fixed factors of production to 
become variable - to the Keynesian version that in the long run we 
are all dead. We tend to be somewhat sympathetic to Friedman's 
claim that the short-run adjustment may take up to several 
decades. 


Non-uniform inflation movements for different commodities or 
services are consistent with a market system playing its accepted 
resource allocation role. That is, non-uniform price increases 
are simply changes in relative prices and can be a function of 
underlying changes in the supply-demand balance. 


In the natural rate model the rate of inflation is proportional to 
the rate of growth in the money supply. For the government to 
move the unemployment rate below the natural rate and keep se 
there requires not only an increase in growth rate of the money 
supply, but an ever increasing rate of growth. When the central 
bank stops accelerating the growth of the money supply the 
unemployment rate will rise towards the natural level- However, 
at this stage the growth rate of the money supply will be greater 
than the rate of growth prior to the government's effort to reduce 
the unemployment rate. Hence, the corresponding rate of inflation 
will also be greater even though the unemployment rate returns to 
its natural rate. 
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(5) 


(6) 


CT) 
(8) 
(9) 


(10) 


(11) 


(12) 


(13) 


For this reason we would not support the need to construct a 
Separate consumer price index for individuals 65 years of age and 
overe If, as the Statistics Canada calculations demonstrate, 
there is little difference in the resulting rates of inflation 
over a four-year period, a period during which there was a sharp 
increase in the rates of inflation in Canada for the offical 
target group and low income families, we do not believe that there 
would be any considerable difference in the rates of inflation as 
measured by a separate consumer price index for the retired 
population and for the official target group of the consumer price 
index. 


For that matter, a fixed weight price series has limited value in 
terms of judging the total budget impact of general inflation, 
Since it does not capture substitution responses to generalized 
inflation. 


See Pesando and Rea (1977), Chapter 3. 
For further illustration, see Pesando (1977), pe. 19. 


This statement is valid if debtors and creditors both have the 
Same marginal tax rate on average and the nominal interest rate 
has fully adjusted for the marginal tax rate as well. 


Indexation definitely speeds up the adjustment to altered paces of 
inflation. Indeed, the escalation clauses in negotiated labour 
contracts are there to ensure that labour will not be surprised by 
a rapid rate of unexpected inflation. 


As Pesando and Rea note under the Pension Benefits Act, "Employer 
liabilities with regard to private pension plans are divided into 
three categories: (1) current service costs, which must be fully 
funded on a yearly basis; (2) initial unfunded liabilities arising 
from the establishment of a new plan or an amendment of an 
existing plan, which must be amortized over a fifteen-year period; 
and (3) experience deficiencies which refer to any deficit 
determined at the time of review of a plan due to factors other 
than (i) any initial unfunded liability, or (ii) the failure of an 
employer to make any payment as required by the terms of the plan, 
the Pension Benefits Act, or the regulations....The Pension 
Benefit Act requires that experience deficiencies be amortized 
over a five-year period." 


See James E. Pesando, "Sure We Can Afford Indexed Pensions" 
Benefits Canada, Maclean-Hunter, Vole 2, Noe 3, May-June 1978 and 
Leslie Barnes, "The True Cost of Pension Indexing," Civil Service 
Review, September, 1977. 


Stated in another way, if pension benefits were escalated at the 
Same rate that money wages were, the pensioner would be in the 
Same relative position as the worker. Over longer periods of time 
as wage gains exceed inflation gains, both would experience rises 
in real wages. 
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(14) Economists view pension benefits as deferred wages-e This fact is 
clear since pension benefits represent part of the total 


compensation package and were negotiated in the collective 
bargaining arena- As we note here, the "deferred" component of 
the compensation package usually has no inflation protection, 
unlike current wage earnings. 


(15) In their brief to a Commission, April 28, 1977, Leslie W.C.S- 
Barnes, Robert A. Crozier, and George T. Jackson voice the same 
objection to the Calvert value judgment, but in a harsher mannere 


"Calvert would have us believe that inflation does society a 
favour by placing unnecessary luxuries beyond the reach of 
the pensioner." (Page 13) 


(16) Relatively fixed contribution rates tend to prevail in the real 
world for both the CPP/QPP and the private plans. 


(17) Unquestionably, if private pension funds had access to a real 
purchasing power bond, their experience deficiency problems, as 
noted already, would be somewhat diminished. 


(18) In the final analysis, Pesando favours his insurance scheme 
proposal over the purchasing power bond proposal. 


(19) Effectively a purchasing power bond is a short-term financial 
instrument and to that degree the Government of Canada would be 
subject to liquidity drains just as it is in the annual November 
Canada Savings Bond campaign. Ottawa can handle these liquidity 
drains while the same is not true for private firms. This is why 
private firms choose to hold a relatively small proportion of 
their debt in short-term financial instruments. The 1970 and 1974 
financial crunches in North America exemplify the difficulties 
corporations can get into when the term of the debt becomes 
unusually short in a tight monetary environmente 


(20) Ironically, money wage settlements typically average about two 
percentage points higher than gains in inflation. Forgoing full 
private pension indexing can be regarded as almost a double 
"productivity" loss for the retired worker. 
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1. INTRODUCTION: THE ECONOMIC POLICY ENVIRONMENT IN THE 1980s 


Decentralization of government economic activities, a general 
desire for less government involvement (direct and indirect) in the 
economy, and a redirection of policy interest towards micro-orientation 
(that is, towards specific regions, specific firms, specific groups of 
labour, specific consumers) and away from national or global objectives 
Such as total employment, total production, all are part of a new fiscal 
reality which came into existence after the 1974-1975 world recession. 


One can also observe that there appears to be a general drift in 
the attention of the national economic authorities towards stressing the 
advantages of savings and investment. While it is usually not stated 
Specifically that there must be a trade-off between spending for capital 
formation and spending for consumption purposes, policy-makers are fa- 
vouring the reduction, in a relative sense, of consumer spending. More- 
Over, One detects a general desire to reduce the government's regulatory 
role, since it is felt that regulations are inefficient and add to pri- 
vate costs of doing business. For example, it has become commonplace to 
point out that marketing boards for agricultural products not only re- 
sult in higher prices for the consumer, but also have not generated 
higher incomes for the farmer. 


The general tenor of public attitudes and government policies sug- 
gests that traditional macro-economic-oriented measures which typically 
were designed to sustain high levels of employment and production will 
be used far more carefully and infrequently in the future. Thus we note 
that the federal government not only has stated its desire to shrink the 
rate of growth of government spending, but also has indicated that its 
spending must rise at a slower rate than the total economy, thus lower- 
ing the relative share of the public sector in the economy. The end re- 
Sult of this spending growth rule is that the pursuit of macro-economic 
objectives using fiscal policy levers is somewhat limited when the ob- 
jective is to expand the economy. The fact that governments have lim- 
ited their maximum rate of increase in spending means that expansionary 
fiscal measures must come from lower taxes rather than from higher 
government spending. This places tax policy at the centre when fiscal 
stimulus is the goal. Parenthetically, when restriction is the goal, 
the new government spending rule does not bind fiscal policy, as the 
desired degree of restriction is consistent with slower growth rates in 
government spending. 


At present, fiscal policy is also limited by the fact that deficits 
are large in absolute terms and historically high relative to the size 
of the economy. Thus fiscal policy is restrictive at present because 
there are two effective constraints, a constraint on the size of the 
government deficit, and a constraint on the rate of increase of govern- 
ment spending. Flexibility of tax policies is frozen essentially by the 
former constraint. 
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On the other side of the coin, the use of monetary policy is also 
restricted. The Bank of Canada has adopted a rule of behaviour to grad- 
ually moderate the rate of growth of the money stock (Ml definition) 
from the high rates of increase of recent years. Since 1975 this goal 
has been followed fairly rigidly and has resulted in conflicts over 
goals. When a more expansive policy is required, which could be in- 
terpreted to mean a faster rate of growth in the money stock than the 
target rate, there is some limitation in the degree to which monetary 
policy can pursue the expansive goal. It should be noted that other 
industrial countries have adopted rather similar game plans for monetary 
and fiscal measures, though there are some variations. In the United 
States, for example, the money supply targeting process began even ear- 
lier, though they are more flexible on the subject of a fiscal rule. 
Exchange rate policy in the United States has not been a major preoccu- 
pation of the economic authorities, but exchange rate concerns have 
always played an important role in Canadian economic policy-making con- 
straining central bank freedom vis-a-vis its impact on the domestic 
economy. In view of the fact that the exchange rate constraint is taken 
more seriously in Canada than the United States and that money stock 
targeting will likely continue into the 1980s, this suggests that mone- 
tary policy will tend to be restrictive over the longer pull in Canada. 
Indeed, if there are any shifts in the current policy stance, it will 
likely be towards some easing at the fiscal level. 


2. ENERGY PROSPECTS AND ENERGY INVESTMENT: THE 1980s 


In 1976, Canada's Department of Energy, Mines and Resources (EMR) 
released a study outlining a national strategy for self-reliance. The 
report, entitled "An Energy Strategy For Canada - Policies for Self- 
Reliance," is important since it charted Ottawa's view of future energy 
needs in Canada (1976 through 1990). As well, it included an outline of 
a Canadian energy strategy. 


The EMR report contrasted two potential energy price scenarios, a 
low-price scenario, which assumed no "real" change in the price of dom- 
estic oil, but did allow natural gas prices to rise to their commodity 
equivalent value - and a high-price scenario which basically involved 
domestic energy prices moving to the international price levels. 


Since the release of the report, Canada has followed a policy con- 
sistent with the high-price scenario. The original asumptions used in 
1976 were the following: 


"In this scenario, it is assumed that oil prices increase relatively 
faster than the prices of other goods and services until about 
1978, when they reach a level that is roughly equivalent to the 
current international price (about $13.00 per barrel landed in 
Montreal in 1975 dollars). Prices for electricity and coal are 
assumed to increase at the same rate as oil prices and the price of 
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natural gas is...assumed to adjust to 'commodity-equivalent' value 
with crude oil ($2.25 Mcf at the Toronto city-gate, in 1975 dol- 
lars) by the late 1970s. After 1978, all energy prices are assumed 
to increase at only the general rate of inflation." 


According to the EMR study, to produce and achieve Canada's goals 
of self-reliance in energy would require about $180 billion (constant 
1975 prices) in total investment between 1976 and 1990. The distribu- 
tion of this energy investment is set out in a chart from the EMR study 
(see Chart 1 and Table 1). The concerns which sparked the current study 
can be detected in the sharp bulge in pipeline investment centred in the 
early 1980s. 


The EMR study notes that this large anticipated growth in energy 
investment must be, ultimately, at the expense of investment in other 
fields. The report projected the energy investment share of GNP to peak 
in the 1980-1985 period at 6.2 per cent: 


1950 — 1975 3.5 per cent of GNP 
1976 — 1980 5.0 per cent of GNP 
1980 - 1985 6.5 per cent of GNP 
1986 — 1990 4.2 per cent of GNP 


As the EMR study noted 


"The construction of Northern pipelines will require substantial is-— 
sues of debt and equity and, until deliveries commence, will have 
to be financed entirely from externally generated funds. The scale 
of the projects envisaged, the uncertainties surrounding their con- 
struction and operation, and the timing of their possible demands 
on capital markets, suggest that it may be necessary to consider 
government financing assistance in some form. At a minimum, it 
will be desirable to coordinate possible demands for capital in a 
manner that minimizes the strains on Canadian capital markets." 


(page 110) 


Furthermore, a glance at the accompanying EMR chart strongly sug- 
gests the possibility of a boom-bust economy in the early 1980s as pipe-— 
line investment accelerates sharply between 1978 and 1984 and deceler- 
ates sharply between 1984 and 1989. In the EMR report there was also a 
projection of the impact of the "high-price scenario" on the "energy" 
balance of payments - expressed in 1975 prices, a $2.2 billion deterior- 
ation in the oil trade account between 1976 and 1985, with the deficit 
in oil trade projected to reach $4.5 billion by 1985. The total energy 
trade account is projected to be in an $800 million deficit in 1985 (ex- 
pressed in 1975 prices). 


The Toronto Dominion Bank, in a study on energy investment demands, 


has set out estimates of total investment and its sub-—components for the 
period 1977-1990. According to the TD projections, energy investment as 
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a proportion of GNP reaches 6.7 per cent in 1990. This compares with 
the EMR projection of 4.2 per cent. Professor David Foot, in a study 
for the Ontario Economic Council, also projects an early peaking in rel- 
ative energy investments (1983), and by 1987 the energy investment—GNP 
ratio falls to 4.9 per cent. Finally, at a First Ministers’ conference, 
the Minister of Energy, Mines and Resources listed a series of energy 
investment projects for the 1980s. In constant 1977 prices, the depart- 
ment identified a large number of projects, with a low side figure of 
$55 billion. Many specific projects were mentioned, but without accom- 
panying construction cost figures. 


The thrust of these scheduled projects, and related studies on ag- 
gregate energy-oriented investment, imply a significant tilt in the de- 
mand components of the Canadian economy in the direction of public and 
private energy investment spending. This study notes in the following 
section that, to some extent, the shift towards energy investment in the 
1980s will occur as the residential construction sector declines on a 
relative basis. 
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Table 1 
Estimated Energy-Related Capital Requirements: 1976-1990 


(High-price scenario, billions of 1975 dollars) 


1976-1980 1981-1985 1986-1990 ‘Total 


Electric power PINE FI 82.5 87.0 oi2 
Pipelines 527 19.2 3.0 27.9 
Petroleum 

Exploration and development 10.6 Nis yes) 14.2 40.3 

Refining and marketing 3.9 4.1 4.8 12.8 

Oil sands 360 eo 43} 520 
Coal (a) 8 Jigs: 9 ae2 
Energy investment 45.7 Gscshl 60.2 181.0 
Estimated GNP Sue Tylo2.0 7450659 83751266 
Energy investment as 

per cent of GNP 5.0 6.5 4.2 Dee 


(Low-price scenario, billions of 1975 dollars) 


1976-1980 1981-1985 1986-1990 ‘Total 
i ON 0 OORT Ota 


Electric power 29a 43.0 58.4 130.6 
Pipelines 25 2.6 2ec 7.9 
Petroleum 

Exploration and development 6.3 4.8 4.0 Nyaa 

Refining and marketing 3.9 4.1 4.8 i228 

Oil sands te ee aA tas) 
Coal (a) 58) iS 9 She 72 
Energy investment 44.2 5602 7.0 a 
Estimated GNP O12 1: 1,162.0 P743355, 5 3,512.6 
Energy investment as 

per cent of GNP 4.8 4.8 4.9 4.9 


a The estimates related to coal do not include estimates of new invest-— 
ment necessary to upgrade transportation systems. 


Source Energy, Mines and Resources, Financing Energy Self Reliance, 
L977, p. 108. 
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Chart I 


Components of Energy Investment: 1976-1990 (High-Price Scenario) 
(Billions of 1975 Dollars) 
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Table 3 
Estimated Energy-Related Capital Requirements: 1977-1987 
(High-Price Scenario) 


a 


Proportion of 


Endogenously Exogenous gross national 
generated addition Total product 
(Billions of 1971 Dollars) (Per cent) 

1977 3.59 250 5.09 4.2 
1978 Beck 1.60 Beal 4.3 
1979 4.08 2670 6.78 sya! 
1980 4.18 SOS 1205 sO 
1981 4.52 4.30 8.82 6.0 
1982 5.04 4.80 9.84 6.4 
1983 SPAS) 5.60 10.88 Sica 
1984 5.59 Wiei2U i2e/9 Ths 
1985 Sites) 6.45 12230 heo 
1986 6.05 350 O55 SS: 
1987 6.29 2e05 9.14 4.9 
Total 54.28 44.15 98.43 


Source D. K. Foot et al., The Ontario Economy 1977-1987, Ontario 
ECONOMIC COUNCL 197 Ti De J ic 
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3. DEMOGRAPHY AND HOUSING REQUIREMENTS: 1977-2000 


In March of 1978 the CMHC published a series of projections for 
Canadian housing requirements to the year 2000. The CMHC projections 
were based on a set of fairly standard assumptions and population pro- 
jections for Canada. The standard series of assumptions covered net 
immigration, fertility rates, mortality rates, marriage rates, divorce 
rates, and headship rates. 


In the case used for the purpose of its report, the CMHC study as- 
sumed a net level of 80,000 immigrants in 1978, increasing to 90,000 in 
1979 and remaining at 100,000 per annum thereafter. In its projection, 
Canada's population rises from 23.1 million in 1971 to 24.3 by 1981 and 
27.3 million by 1991. 


In terms of the underlying housing demand requirements, the impor- 
tant demographic variables are the number of new households formed annu- 
ally and the existing stock of unsold housing units. For example, ac- 
cording to the CMHC study, household formation accounted for about 86 
per cent of total housing requirements in 1977. The small residual 
housing requirements (14 per cent) were accounted for by the demand for 
replacement housing and allowances for vacancies. 


Since it is the household formation figures that are so critical, 
the net household formation statistics themselves can be broken down 
into two categories - family formation and non-family formation house- 
holds. As a result of the post-war baby boom, net family formation is 
projected to have increased rather sharply in the second half of the 
1970s. It is clear that this trend is due mainly to the post-war baby 
boom group attaining the prime ages for family formation in the second 
half of the 1970s. But beyond 1982 there is a decline in net household 
formation resulting from the decline in fertility rates during the 1960s 
and early and mid-1970s. 


The number of households headed by single persons increased rapidly 
during the first half of the 1970s as a result of both social and eco- 
nomic developments. Despite this trend, the CMHC projection suggests 
that the households headed by unmarried individuals will tend to decline 
through the 1980s. That is, there is a combination of increasing net 
family household formation until 1982 and declining non-family household 
formation, which results in a peak of total household formation of 
227,944 in the year 1980. After 1982, with both components declining, a 
trough of 110,975 new household formations is reached by the year 1997. 
It is precisely because of these declining trends in household formation 
that the housing requirements are expected to decline. 


In the accompanying projections, total housing requirements peak in 
1980 at 266,000 units, a demand of which will partly be met by the con- 
struction of mobile homes. Afterwards, a substantial decline in housing 
requirements is projected through the 1980s and part of the 1990s re- 
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flecting the downward trend of net household formation over the same 
period (see Table 5). 


As Table 6 below indicates, some rather significant geographical 
shifts occur within this projection of declining housing requirements. 
In 1977, it was estimated that Quebec accounted for about 23.6 per cent 
of housing requirements. Quebec's share is projected to decline to 21.1 
per cent of national requirements in 1985 and to a dramatically low 7.9 
per cent figure in the year 2000. Ontario sustains its relative propor- 
tion of the national picture. Alberta and British Columbia will make up 
much of the relative losses to be experienced by Quebec. Stated in an- 
other way, while the absolute change in regional housing requirements is 
expected to be negative in every major region of Canada between 1977 and 
the year 2000, Quebec will suffer the greatest absolute decline in hous- 
ing requirements - from an absolute level of about 52,000 units in 1977 
to less than 9,000 units by the year 2000. Over the shorter time inter- 
val, 1977 through 1985, the greatest relative declines in housing re- 
quirements will occur in Saskatchewan, Quebec, and Manitoba. 


The low housing requirement figures for the province of Quebec stem 
from the net migration assumptions as well as from the attendant popula- 
tion projections by province. For example, in the CMHC study, it was 
estimated that Canada would attract 80,000 net immigrants in 1978, more 
than 50 per cent of whom would move directly into Ontario. Quebec's 
Share of net international migration in 1978 was expected to be only a 
little bit higher than Alberta's. 


In terms of interprovincial migration, possibly the most important 
element in the regional forecast is the assumption that Quebec will lose 
25,676 people in 1978, 23,416 in 1979, and will continue to lose at the 
rate of 16,635 per year after 1982. Ontario also becomes a net loser in 
terms of interprovincial migration, though the net losses are not as se- 
vere as Quebec's. In this picture, Alberta and British Columbia prove to 
be the big gainers in terms of interprovincial migration, with Alberta 
and British Columbia gaining during the post-1982 period - 18,669 and 
10,083 per annum respectively. 
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Table 5 
Summary of Projected Housing Requirements for Canada: 1977-2000 


Heads of households Allowance Total 
Year Family Non-family Totals Demolitions for vacancy requirements 


1977 146,040 74,313 2207859 25090 LO; 69! 256,134 
1978 149,499 72,744 222,243 25,763 10,779 258,785 
1979551547, 269 TNE SAEs. 225,584 267318 107925 262,817 
1980 158,542 69,404 227,944 27,047 11,001 265,994 
1981 160,021 65,769 225.790 27,774 10,881 264,445 
1982281607538 61,547 222,085 28 , 358 10,683 261,126 
1983 159,842 56 , 468 2067310 2570995 107393 25957099 
1984 157,881 50,112 PAU TL pelsJe) 297,005 9/975 247,473 
1985 154,378 42,867 197,245 30,110 9,442 2365-1 9:7 
1986 149,236 857150 184,986 30,848 8,838 224,672 
LOS tl 42 7761: 29790 LG ards | 37598 Oy 22g 22, 376 
198891357515 24,885 160,400 32,376 pOS9 200,415 
198921287, 032 21,344 149,376 337073 7,104 1897553 
1990 120,843 19,052 1397895 3370935 6,644 180,432 
1991 114,408 137593 1357001: 34,851 6,304 174,156 
V992 1087293 1977096 127,489 35,667 6,037 169,198 
1993" 91087 149 197190 1227339 36,727 5, 1/88 164,854 
LOO ARES; 298 Te 7e52 117,143 37,870 syle pete: 160,551 
Mi}ekey SE ne) L532 113,649 B97 LOS 57576 158,128 
TDG 0,068 20716 111,744 40,396 5,288 157,428 
LOOT 33, 382 22,593 1107975 41,450 37203 157,688 
HOO Cie 7 504 24,607 ahi JEL 42,645 57202 159,038 
999M 35,274 267059 PE 91s 43,994 ay Se) 161,240 
2000 84,771 28,613 113,384 45,345 5,415 164,144 


Source CMHC, Housing Requirements Model: Projections to 2000, 
March 7=1978,20-~. 124% 
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4, THE ECONOMY, THE CONSUMER, AND THE INFLATION OUTLOOK: ‘THE 1980s 
a) Introduction 


During the early 1970s when the Canadian dollar was trading at 
about parity with the U.S. dollar, Canada experienced a strong period of 
real consumer spending. This strong consumer demand growth, which ended 
in 1975, was fuelled by a rather remarkable rate of growth in real wages 
accompanied by reasonably rapid growth rates in employment. Both of 
these factors more than offset the rise in the savings propensity of 
Canadian families, thus allowing real consumption to advance at histori- 
cally high rates of increase. 


However, the sluggish growth in consumer spending since 1975 has 
been accompanied by relatively poor performance for the entire economy 
and a widening gap between actual and potential output. 


Since the mid-1960s, real wages have increased at about twice the 
rate of increase in real labour productivity, a development not consis- 
tent with longer-run economic relationships. Even with the arrival of 
economic stagnation after 1973, significant real wage gains were re- 
corded in 1974 and 1975. Since 1976 these gains have been eroded by 
decelerating money wage increases and continuing high inflation rates 
(see Table 7). 


What is important at this time is the possibility that real wage 
gains in the immediate future, say until the mid-1980s, will trend at a 
lower rate of increase than during the decade which ended in 1976. The 
factors at work squeezing real worker earnings are inevitably the same 
factors which will squeeze real consumption and hence the growth of the 
economy. Since the consumer sector represents about 63 per cent of 
Canada's gross national expenditures the strength of consumer spending 
in the 1980s will reflect the general strength of the economy. 


What are the factors which typically impact on consumer spending 
decisions? Economists typically evaluate consumer spending in terms of 
several basic ingredients - wage and price movements, employment gains, 
the public's propensity to save or spend, and the general level of con- 
fidence. It follows that the joint interaction of these factors must be 
in the right direction to generate strong consumer spending. At this 
point the employment effect and the savings decisions will be dealt with 
in a very summary fashion. On the employment front, job creation was 
fairly rapid through most of the 1970s, though since 1975 the general 
economic malaise has been associated with lower rates of gain in new 
jobs. In 1978, over 400,000 new jobs were created, but employment growth 
has been trending at a lower rate in the latter part of the 1970s. This 
report notes that in the future, job creation must be modest as full ca- 


pacity economic growth rates are expected to moderate in the 1980s from 
the 1970s. 
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The sharp increase in the personal Savings rate out of disposable 
income in the 1970s moderated the levels of consumer spending prospects. 
While this report deals with this subject later on, it is evident that 
the high savings rate in Canada is associated with tax deferment incen- 
tives (RRSPs, RHOSPs, etc.), and a high inflation environment. It also 
may reflect the shift of medical care expenses from the consumer to the 
provincial purse. 


The wage and price impacts are explored in the following section. 
b) Prices and Costs in the 1980s 
(i) Wages 


On the wage front, it is clear that the relatively large gains of 
the early and mid-1970s now represent an era which has passed. One 
Source of rapid wage escalation between 1966 and 1975 was the public 
sector which now appears likely to lag behind the private sector in 
terms of money wage gains. Indeed, in early 1979 concerns over money 
wage escalation were primarily focused on the private sector. In this 
report money wages are projected to increase 7.7 per cent per annum over 
the period 1978 to 1985. 


(ii) Energy Prices 


In a 1976 statement, the federal government announced its intention 
to move Canadian oil prices to a comparable level with the international 
prices set by OPEC (The Organization of Petroleum Exporting Countries). 
Since that time the well-head price in Canada has subsequently risen by 
$4/ob1. to the current level of $12.75/bb1. (effective July 1, 1978). 
After transportation and gathering costs are added, the delivered price 
into eastern Canada is $13.70/bbl. 


The federal government and the province of Alberta have agreed that 
the current well-head price of $12.75/bbl. will remain until wey od; 
1979. It will be increased then by $l/bbl. with a second $l/bbl. rise 
planned for January 1, 1980. This will bring the average well-head price 
to $14.75/bb1. and the delivered price into both Toronto and Montreal to 
$16.55/bb1. (including an $.85/bbl. surcharge to refineries to compen- 
Sate for the world prices received by the two tar sands producers). 


The government also announced its intention to increase natural gas 
prices to an energy equivalent price with oil. In November of 1975, the 
Toronto city gate price was established at $1.26/mcf which was 85 per 
cent of the commodity value of oil. The gate price has subsequently 
been raised four times and is now $1.85/mcf (88 per cent of its oil 
equivalent). 


These resulting energy price increases have had a sharp inflation- 
ary impact on other prices and costs. Indeed, it is estimated that for 
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every $l a barrel increase in Canadian crude oil prices, there is about 
a .6 per cent hike in the Consumer Price Index. 


(iii) Food Prices 


Another important element in the recent rapid rise in Canada's cost 
of living has been the instability of agricultural markets and food 
prices. Food purchases by Canadian consumers have represented a growing 
proportion of their total spending. Since 1970, the sharp increases in 
the Consumer Price Index were largely the result of higher food costs. 
In a nutshell, since 1972, the rate of increase of food prices in Canada 
has been unusually high. For example, food price increases in the con- 
sumer cost-of-living basket tended to fall between the price hikes of 
consumer goods (on the low side) and consumer services (on the high 
side). That relationship appeared to break in 1971 as food prices aver- 
aged 14.6 per cent annual rates of increase between 1973 and 1975. Food 
prices rose 2.7 per cent in 1976, 8.3 per cent in 1977, and 17 per cent 
in 197.8% 


Thus in the slower world economic growth environment, food prices 
are continuing to rise at double the rate of increase posted in the 
1960s. Moreover, compounding the problem of higher prices in the future 
is the fact that energy is an important factor in the cost of producing 
agricultural products. Food prices can no longer be regarded as a sta- 
bilizing factor in consumer prices as they were between 1966 and L9O7FL, 
when they rose at a marginally lower rate of increase than non-food 
items. 


(iv) The Trade-off between Inflation and Unemployment 


In terms of the unemployment inflation trade-off models, the Cana- 
dian and U.S. experience since the early 1960s has been one of progres- 
sively deteriorating alternatives. That is, progressively higher levels 
of employment are required to maintain a given level of inflation, and 
it does not follow from past trends that the trade-off options will 
improve. 


It used to be thought that when inflationary expectations rise and 
the trade-off between unemployment and inflation worsens (virtually the 
experience of the 1971-1975 period), a scaling down of such inflationary 
expectations to former lower levels would restore original and more ac- 
ceptable inflation unemployment options. Indeed, the rationale for 
short-term incomes policies was predicated on a model which viewed a re- 
duction of inflation expectations as consistent with the restoration of 
better trade-off options between inflation and unemployment. 


However, the movements of this trade-off curve appear asymmetrical. 
That is, inflationary expectations in the United States declined after 
the 1974-1975 recession, but the unemployment rate accompanying the cur- 
rent 6-8 per cent rate of inflation has been well in excess of that pre- 
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dicted by a return to better trade-off options based on the 1969-1970 
experience. It is interesting to speculate as to why the unemployment- 
inflation trade-off option has not only progressively worsened between 
1971 and 1975, but appears to be incapable of being completely restored 
to where it once existed. Ottawa would be happy to be able to restore 
the range of unemployment-inflation alternatives it had back even in 
‘1970 - yet it appears that this goal is virtually unattainable. 


In our opinion market power, both in the product and labour mar- 
kets, has created an extra degree of rigidity in the system following 
every wave of inflation. As a result of stop-go policies, there has 
been a continual upward movement in the application of such powers which 
in effect increases the inflation plateau from which the next inflation 
cycle commences. Thus the rate of price inflation in the late LO70S7 
consistent with a given unemployment rate, has ratcheted up considerably 
from that of the middle 1970s. The fact that Canada has experienced 
Such dramatic inflation rates since 1972 has shortened labour contracts 
and introduced escalation features into both corporate contracts and 
business~government relationships. 


If a new round of inflation is triggered by events external to 
Canada, as was the case in 1973-1974, such inflationary shocks will move 
even more swiftly into labour markets, administrative prices, and 
interest rates, than they did in the mid-1970s. The Canadian public has 
become increasingly conscious of inflation and a host of defences have 
been built into contractual arrangements against possible changes in 
prices. 


(v) An Inflation Projection Based on Domestic Costs and External 
Factors 


In 1977 and 1978 Canada moved a long way towards bringing its dom- 
estic costs under control (and moderating its internal inflation fac- 
tor), but external inflation was the significant problem. In 1977 and 
1978 the twin facts that U.S. inflation remained stubbornly high (above 
6 per cent), while at the same time Canada's dollar declined sharply 
relative to the U.S. dollar (7.3 per cent in 1977, 6.8 per cent in 1978) 
have contributed to higher import costs and higher domestic inflation in 
1977 and 1978. 


Canada is an open economy, and thus its rate of inflation is a 
product of both internal and external inflation forces. Since 1970, the 
pattern of inflation in Canada could be fairly well explained by a rough 
30 per cent external and 70 per cent internal weighting scheme. 


On the domestic front, the internal inflation pressures can be ex- 
plained roughly by the simple difference between the rates of change in 
Canadian money wage settlements and Canada's labour productivity growth 
rate. That is, it is argued here that movements in unit labour costs 
ultimately set the stage for domestic-induced price hikes. The figures 
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presented in Table 8 below imply the following rough approximation vis- 
a-vis inflation determination: that is, the percentage change in the 
GNP deflator equals .7 times the difference between the percentage 
change in wage settlements and productivity changes plus .3 times the 
percentage change in the Consumer Price Index plus the percentage change 
in the external value of the Canadian dollar. 


It may be helpful at this stage to develop some simple arithmetic 
relationships which describe the interaction of the two underlying in- 
flation components. Since the bulk of Canada's foreign trade occurs 
with the United States, that country's consumer inflation rate is em- 
ployed as a proxy for world price movements. Moreover, movements in the 
relative price of the Canadian dollar against the U.S. dollar have an 
inflationary effect which can also be regarded as external in’ Orrgin. 
For example, the estimated 6.8 per cent decline in the average value of 
the Canadian dollar in 1978 relative to 1977 indicates that the Canadian 
consumer paid (.3 X 6.8) or about 2 per cent more in Canadian dollars 
for a basket of U.S. goods and services in 1978 than in 1977. 


This specific identification of the role of foreign inflation in 
Canada's price indices is perhaps too simple in that the effect of for- 
eign prices on our domestic scene varies with the business cycle, and is 
not static (firms vary their price mark-up over unit labour costs with 
business conditions as well). Nevertheless, even with all its drawbacks, 
this framework illustrates the way in which both positive and negative 
factors work in the Canadian inflationary process. 


Looking ahead, the prospects for Canadian inflation do not appear 
very satisfactory, despite the improved labour cost scene which has re- 
cently emerged. The simple arithmetic demonstrates this case. 


The projections illustrate a blend of assumptions which could re- 
sult in an average 5.5 per cent per annum rate of inflation between 1978 
and 1985, and an average 5 per cent rate of inflation over the period 
1985-1990. In fact, the price level over these twelve years more than 
doubles, and the 5.3 per cent average inflation projection between 1978 
and 1990 is somewhat less than the rough estimates of the inflationary- 
expectations component in the longer-term yields in Canada. 


(vi) Inflation Projection Based on Quantity Theory 


The interaction between the money supply, inflation, real GNP, and 
the income velocity of money can be dissected in terms of an identity 
called the equation of exchange. If the above terms are represented by 
index numbers - that is, if the price index is called P, the money sup- 
ply index M, the velocity of money V, and real GNP is T, then the na- 
tional accounting expression MV=PT must hold. Stated in another way, 
the supply of nominal GNP (PT) must equal the demand for nominal GNP 
(MV). Alternatively, a dynamic expression for the equation of exchange 
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States that the sum of the rates of change in the money supply (M) and 
the velocity of money (V) must equal the sum of the rates of change in 
prices (P) plus real GNP (T). The long-run theory that inflation is a 
monetary phenomenon usually is postulated by assuming long-run output 
(T) is independent of movements in the money supply (M). In our work, 
though, we have allowed for a continuous rise in the ratio of GNP to 
money stock - a trend pervasive in the 1970s. 


In the final analysis all economists accept a long-run relationship 
between the growth rate of the money supply and the rate of inflation. 
Our projection, which encompasses about a ten-year time span, is no dif- 
ferent. It is specifically assumed that the narrowly defined money sup- 
Ply (M) will increase at a 7.7 per cent annual rate between 1978 and 
1985, and at a 6.4 per cent annual rate between 1985 and 1990. With the 
income velocity of money (the ratio of GNP to M1) rising at an average 
annual rate of 2.5 per cent, this forecast generates a gain in the GNP 
price index of 5.5 per cent per annum until 1985 and 5 per cent per 
annum over the remaining years of the decade. If the money supply (M1 
definition) does not become more efficient (that is, if the income ve- 
locity of money does not increase), then of course the rate of inflation 
will be lower assuming the above money supply growth rates. 


The above projected rates of inflation were derived by estimating 
the longer-term growth in Canada's real GNP on the basis of labour force 
and productivity projections. Once again, an explanation of relation- 
Ships must be made. It is assumed that Canada's work-force and labour 
force will grow at approximately the same rate in the 1980s. Ina phys- 
ical sense, real GNP can be defined as output per worker (or labour pro- 
ductivity) multiplied by the size of the work-force. This is why the 
rate of change in real GNP can be approximated by the long-term rate of 
change in the labour force plus the rate of change in labour productiv- 
ity. In this study the Department of Finance's assumptions on labour 
force growth moderation in the 1980s accompanied by steady 2 per cent 
per annum productivity growth rates are adopted. The accompanying pro- 
jections for real GNP, inflation and nominal GNP are set out in the last 
three columns of Table 10. 


According to these projections, the rate of growth of GNP in cur- 
rent dollars is sharply lower during the decade of the 1980s and the 
first half of the 1990s. The difference reflects partly a slower grow- 
ing real economy - particularly after some GNP catch-up occurs between 
1978 and 1985. As well, the assumptions concerning inflation for the 
1980s were discussed earlier - and they indicate that the inflation in 
the 1980s will average at a lower pace than the 1970s experience, be- 
cause Of a moderation in the rate of expansion of the money supply. 
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Table 7 
Relationship between Real Wage Gains, Consumption, and Labour 
Productivity: 1970-1977 (Average Annual Rates of Change) 


Real output/worker 


Real consumption (productivity) Real wages 
(Per cent) 
1970-77 6.0 19 Le9 
OWT Zed A 5) 


Notes: Real output/worker uses real GNP as a numerator and total em- 
ployment in the demoninator. 


Real wages uses money wage settlements (ex construction) and the 
implicit price deflator. 


Source Bank of Canada Review, December 1978. 
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Table 9 

The Money Supply Counterpart of the Inflation Forecast, Average Annual 

Rates of Change, 1967-1977 and 1978-1990 

i TONINOEDN, MRAP roe a gel 
(1) (2) (3) (4) 


Income velocity 


GNP price index Money supply (Ml) of money Real GNP 
1967-1977 Pew SD Dep 4.7 
1978(e) 7.0 7.0 Sy) 365 


Note: The dynamic equation of exchange holds that the rate of change in 
inflation equals the combined rates of change in the money supply 
plus income velocity of money less the rate of change in real out- 
put. That is, (1) = (2) + (3) - (4)- Income velocity of money is 
the ratio of GNP to money supply. 

e Estimated 


£ Forecast 


Source See Table 8. The assumptions used on the forecast are explained 
in the text. 
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Table 10 


Aggregate Projections for Productivity, Labour Force, Real and Nominal 
GNP, Average Annual Rates of Growth, 1970-1978 and 1978-1995 
a eee eee 
GNP 
Worker price Nominal 


Labour force productivity Real GNP deflator GNP 


1970-1978 (e) 328 15 4.6 S23 BS es. 
1978-1985 (£) 220 aRS es) 4.3 929 10.0 
1985-1990(£) 1K 2.0 BO 5.0 8.9 
1990-1995 (£) beak 2.0 Sih 4.0 Te2 


Notes: The growth rate of GNP is approximately equal to the sum of the 
growth rates of the labour force and aggregate productivity. The 
labour force projections, taken from a Department of Finance 
Study, assume net immigration into Canada at 100,000 persons per 
year. 

e Estimated 


f Forecast 


Source The assumptions used in this forecast are constrained to generate 
a profile of real GNP growth consistent with the forecasts pre- 
sented in Tables 8 and 9. 


5. A REVIEW OF A SERIES OF AGGREGATE ECONOMIC FORECASTS: THE 1980s 
a) The Economic Council of Canada's 12th Annual Review 
ee OE LNCS tet Annual Review 


The 12th Annual Review of the Economic Council of Canada, which was 
published in 1975, set out a series of ten-year projections for the 
growth in the economy and its major components. The Council's case A 
projections are reported here. 


According to the Council, real (non-housing) capital investment 
will prove to be the strongest growth sector over the entire period to 
1985, averaging a 5.9 per cent annual rate of growth. Real consumer 
spending will advance at about a5 per cent rate, while investment in 
housing will seriously lag the rest of the economy. The Council pre- 
dicted that real GNP would increase at an average annual growth rate of 
4.6 per cent over the period 1975 to 1985. The Council also expected a 
Significantly lower rate of growth for the real economy between 1980 and 
1985 as compared to the 1975 to 1980 period (see Tables 11 to 17). 


b) The Economic Council of Canada's 14th Annual Review 
a ae ES OF Kanada s 14th Annual Review 
In its 14th Annual Review, the Economic Council of Canada produced 


a scenario for the 1977 through 1982 period. Based on a series of as- 
sumptions incorporated into the Council's macro-economic model, the 


PS? 


projections reveal that the outlook for the next five years is not very 
promising. The Council projected a modest export-led recovery in 1978 
and 1979, but at the same time the growth in GNP would gradually slow to 
about 4 per cent by 1982. In the scenario, moderate economic growth 
results in relatively high unemployment rates above 8 per cent through- 
out the period. The Consumer Price Index is projected to increase at an 
annual rate in excess of 6 per cent until 1982, reflecting anticipated 
high inflation rates in other countries and continued pressures on dom- 
estic prices. In the projection, the assumption of a U.S. exchange rate 


value for the Canadian dollar of $.93 was incorporated (see Tables 11 to 
17 )% 


c) The Department of Finance Medium-Term Projection: 1978-1981 


The Department of Finance set out in its projection what it be- 
lieved to be the likely recovery path for the Canadian economy over the 
short term. In the four-year projection, the Department noted that it 
expects real gross national product to expand at a 5.5 per cent average 
rate from 1978 to 1981. This rate of growth would reduce the unemploy- 
ment rate to 5 per cent and the rate of inflation to 3.5 per cent by 
1981. The average unemployment rate and the average rate of inflation 
would, of course, be higher during the four-year interval. 


The assumptions about the global economy used in the projection are 
crucial because of Canada's open economy and dependence upon export 
sales. Between 1978 and 1981, the Department of Finance assumed that the 
industrial world would enjoy a moderate but steady recovery. Real GNP 
in the United States would advance at a 4.3 per cent average annual rate 
over this period, while Western Europe would have a 4 per cent growth 
rate, and Japan a 6 per cent rate. U.S. wholesale prices were predicted 
to rise at a 5.4 per cent average, and world oil prices would rise ata 
similar 5.5 per cent annual rate. A moderate recovery in commodity 
prices was assumed and the Canadian dollar would average about Se SoU. 
in foreign exchange markets during the four-year period. 


An important part of the forecast was the continuation of the pro- 
jected slow-down in money wages and unit labour costs, which provided an 
important boost for corporate profits in this scenario. In terms of the 
components of growth, the Department of Finance expects fairly rapid 
growth in non-residential business investment and exports to lead the 
recovery. A continuation of the trend of slow growth in government 
spending is projected and the Department believes that if inflation 
slows to the degree that they have projected, this will cause a decline 
in the personal savings rate to 8 per cent by 1981 from its LO, Sarees 
cent average between 1974 and 1976. In essence, the scenario projected 
by the Department of Finance is too optimistic on both the production 
and price sides, and hence it is probably too optimistic for employment 
and labour productivity trends. 
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d) The Ontario Economic Council Projection 


The Ontario Economic Council Study, which was published in 1977, 
was a fairly comprehensive review of the outlook for the Canadian and 
Ontario economies. The basic assumptions made were that the recovery 
from the 1975 recession would be Slow, and that withdrawal from the 
controls program in 1978 would be orderly and not followed by a post- 
controls acceleration of price inflation. The OEC also accepted the 
high-price scenario for domestic energy prices which was originally set 
Out in the EMR Strategy Document. 


Under the assumption of a slow recovery from the recessionary con- 
ditions of 1975, real GNP was projected to increase at an average annual 
rate of 5 per cent between 1978 and 1982. After the energy investment 
boom peaks around 1982, real GNP growth rates are expected to decline to 
an average annual rate of 4 per cent for the five years to 1987. A con-— 
tinuously declining rate of increase in the gross national product de- 
flator from an 8.1 per cent average annual rate of increase in 1975 toa 
4.7 per cent annual rate between 1978 and 1982 and 4.4 per cent annual 
rate from 1982 to 1987 was also projected. The national unemployment 
rate gradually declines in the OEC scenario, from an average of 7.7 per 
cent between 1978 and 1982 to a 6.1 per cent unemployment rate average 
for the period 1983 through 1987. 


Real GNP growth is seen to be decelerating from the late 1970s 
through to the late 1980s. The sources of this deceleration are weak- 
nesses in capital investment and government expenditures. For example, 
total investment in business fixed capital expands at a rapid pace be- 
tween 1978 and 1982 (7.5 per cent per annum) and declines sharply to a 
rate of 2.4 per cent per annum between 1983 and 1987. 
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Table 11 
Alternative Economic Projections for the Medium Term, (Average Annual 
Growth Rates), Various Periods 1975-1987 


(1) 


(2) 


(4) 


Economic Council of Canada - 12th Annual Review (Projection A) 


1975-1980 1980-1985 1975-1985 
(Per cent) 
Real GNP Beil 35.6 4.6 
Nominal GNP 122 9.8 0 
GNP Deflator eek 5.9 Oe 
Consumer Price Index TsO Sie G2 


Economic Council of Canada - 14th Annual Review (Reference 
Solution ) 


1977-1982 
(Per cent) 
Real GNP 4.3 
Consumer Price Index Hips 
Unemployment Rate 8.2 
U.S. Exchange Rate of Canadian Dollar Spe) 
Department of Finance, February, 1978 
1978-1981 
(Per cent) 
Real GNP JS) 
"Prices" Asi 
Average Wages 6.8 
Real Wages 2.0 
Labour Productivity 2.6 
Employment 2.8 
Labour Force Deore 
D. Foot, et al., Ontario Economic Council 
1978-1982 1983-1987 
(Per cent) 
Real GNP 520 4.0 
Nominal GNP 9.9 8.6 
GNP Deflator aoe 4.4 
Labour Force 2.4 2.0 


Sources 


(1) 
(2) 
(3) 
(4) 


Economic Council of Canada, 12th Annual Review, Projection A, 1975, 
pp. 146-147. 
Economic Council of Canada, 14th Annual Review, Reference Solution, 
LOW pee O 


Department of Finance, Canada's Economy - Medium-Term Projections 
and Targets. 


D. Foot, et al., The Ontario Economy 1977-1987, Ontario Economic 
COUnCH LOn7. 
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Table 12 
Alternative Economic Projections for the Medium Term - Real Consumer 
Spending, (Average Annual Rates of Change ) 


Economic Council of Canada, 12th Annual Review (Projection A) 
5.6 per cent (1975-1980) 
4.4 per cent (1980-1985) 
9-0 per cent (1975-1985) 


Economic Council of Canada, 14th Annual Review (Reference Solution) 
3.9 per cent (1977-1982) 


Department of Finance, February, 1978 
5.4 per cent (1978-1981) 


D. Foot, et al., Ontario Economic Council 

4.1 per cent (1978-1982) 

4.2 per cent (1983-1987) 
a 


Source See Table ll. 


Table 13 
Alternative Economic Projections for the Medium Term — Real Housing 
Expenditures, (Average Annual Rates of Change) 


a 


Economic Council of Canada, 12th Annual Review (Projection A) 
5-5 per cent (1975-1980) 
-3 per cent (1980-1985) 
1.2 per cent (1975-1985) 


Economic Council of Canada, 14th Annual Review (Reference Solution) 
Not Available 


Department of Finance, February, 1978 
1.0 per cent (1978-1981) 


D. Foot, et al., Ontario Economic Council 
Not Available 


Se ee ee ee er ec a DI See. See 
Source See Table ll. 
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Table 14 
Alternative Economic Projections for the Medium Term — Real Non- 


residential Business Investment, (Average Annual Rates of Change ) 


a —  ———— 


Economic Council of Canada, 12th Annual Review (Projection A) 
8.5 per cent (1975-1980) 
3.3 per cent (1980-1985) 
5.9 per cent (1975-1985) 


Economic Council of Canada, 14th Annual Review (Reference Solution) 
4.4 per cent (1977-1982) 


Department of Finance, February, 1978 
7.4 per cent (1978-1981) 


D. Foot, et al., Ontario Economic Council - "Including housing" 
7.5 per cent (1978-1982) 
2.4 per cent (1983-1987) 


EE ————————_————————— 


Source See Table ll. 


Table 15 
Alternative Economic Projections for the Medium Term — Real Exports, 
(Average Annual Rates of Change) 


I 


Economic Council of Canada, 12th Annual Review (Projection A) 
Not Available 


Economic Council of Canada, 14th Annual Review (Reference Solution ) 
5.7 per cent (1977-1982) 


Department of Finance, February, 1978 
6.4 per cent (1978-1981) 


D. Foot, et al., Ontario Economic Council 
5.0 per cent (1978-1982) 
4.2 per cent (1983-1987) 


Pa ea a ee) 5, A ie a pe ae OE eee SS eee SS 


Source See Table ll. 
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Table 16 
Alternative Economic Projections for the Medium Term - Real Imports, 
(Average Annual Rates of Change) 


a EE ea ee tele 
Economic Council of Canada, 12th Annual Review (Projection A) 


Not Available 


Economic Council of Canada, 14th Annual Review (Reference Solution) 
4.4 per cent (1977-1982) 


Department of Finance, February, 1978 
5-5 per cent (1978-1981) 


D. Foot, et al., Ontario Economic Council 
4.6 per cent (1978-1982) 
4.2 per cent (1983-1987) 
a a ea a re 
Source See Table ll. 
Table 17 


Alternative Economic Projections for the Medium Term —- Real Government 
Expenditures, (Average Annual Rates of Change ) 


ae Em ee eee ee ee 


Economic Council of Canada, 12th Annual Review (Projection A) 
Not Available 


Economic Council of Canada, 14th Annual Review (Reference Solution) 
4.4 per cent (1977-1982) 


Department of Finance, February, 1978 


Expenditures on goods and services - 3.6 per cent (1978-1981) 
Expenditures on capital formation - 4.7 per cent (1978-1981) 


D. Foot. et al., Ontario Economic Council 
4.8 per cent (1978-1982) 
5.0 per cent (1983-1987) 


Source See Table ll. 


6. A PROJECTION OF THE GROWTH AND COMPOSITION OF REAL AGGREGATE DEMAND : 
1978-1990 


In order to discuss the capital markets in the 1980s, and basically 
to allow the demographic factors to shape potential economic growth, one 
has to make some allowance for the movement of the economy to a fuller 
level of utilization. A reasonable assumption is that the underemploy- 
ment of resources which emerged in the late 1970s will undoubtedly be 
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with us for several years into the 1980s. But once Canada closes that 
gap of resource underutilization, the demographic trends will generate 
the tone of growth of the economy. 


As for the pattern of aggregate demand over this period, durable 
consumer expenditures, exports, and energy-related capital projects will 
spark the economy up until the mid-1980s. In the second half of the 
1980s, one may assume that demographic factors will constrain the econ- 
omy to its full capacity growth rate (and the demographic factors will 
impact primarily on the economic projections through a slower rate of 
growth in the labour force). Thus this report concludes that Canada's 
economy will grow at an average annual rate of 4.3 per cent between 1978 
and 1985, and at a 3.6 per cent rate over the balance of the decade. 
Business investment in machinery and equipment will also be strong 
throughout the decade, while housing expenditures are projected to lag 
behind the economy. Accelerated activity in the government and consumer 
spending sectors other than durables which occurred during much of the 
1970s cannot be expected in the 1980s. 


Table 18 
Projected Growth and Distribution of Real GNP (1971 Dollars) Components in 
Canada: 1978-1985 and 1985-1990 


Average annual 


Distribution growth rate 
1977 1985 1978-1985 1985-1990 
(Per cent) 

Personal expenditures 63.2 63.3 4.4 BG) 
Durable goods IB Esa | HELO 4.9 
Semi-durable goods Bo ol 4.7 
Non-durable goods iMeaye L758 3.7 
Services p5-0 252.3 4.5 

Government expenditures on 
goods and services oe 2 16.4 3.0 B20 

Gross fixed capital formation 2255 22.00) Asi2 4.6 
Government Be2 oul, 1.8 
Business 19.1 19.4 4.6 

Residential construction ai!) BIS) <3 
Non-residential construction 6.3 6.6 520 
Machinery and equipment 7.8 ge 6.6 

Exports 23.0 24.7 530 3.6 

Imports —-26.8 -—26.5 4.2 4.6 

GNP 100.0 100.0 4.3 B36 


Source These projections were made by the authors and are consistent with 
the real GNP projections set out in Tables 9 and 10. 
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7. FINANCIAL INTERMEDIATION AND THE FLOW OF FUNDS 


Canada, as a mature industrial economy, generates both a high vol- 
ume of savings and a high volume of capital formation. The interplay 
between savings and investment can be framed analytically in terms of a 
flow of funds accounting statement. 


Flow of funds figures provide a means for tracing the movements of 
funds from the ultimate savers in the economy towards the ultimate 
Spending sectors. Indeed, the statistics set out in Table) 19 highlight 
the flow of savings and the net lending or borrowing positions of thir- 
teen major sectors in the Canadian economy in 1967 and 1977. Though it 
is not evident in these figures, the thirteen designated sectors both 
Save and spend, but what this study is primarily interested in is their 
HEC. OOS t10n. 


First, let us consider the Savings decision. In 1977, gross sav- 
ings in Canada for these thirteen sectors amounted to $48.9 billion, 
representing 23.3 per cent of Canada's GNP. Ten years earlier, the 
ratio of savings to gross national product was 23.9 per cent. Since 
Savings ultimately finance investment, the ratio of gross fixed capital 
formation to GNP (which includes in the numerator government investment, 
housing investment, and business investment in plant and machinery) is 
identical to the gross savings-GNP ratio. 


The figures in Table 19 indicate that the principal saving sectors 
are the personal (including unincorporated business) and non-financial 
business sectors which between them contributed over 80 perscent<o6 “the 
flow of savings in 1977. In 1977, unlike 1967, the federal government 
provided negative savings, while provincial and local governments and 
hospitals provided a significant proportion of savings in both 1977 and 
1967 (11.4 per cent and 11.7 per cent respectively). Even though the 
contribution of many of the remaining groups to gross savings is rela- 
tively small, their role is important in the transfer of funds from the 
Surplus (or net lending) sectors to the deficit (or net borrowing) sec- 
tors of the economy. Indeed, these transfers of funds occur not only to 
finance capital investment, but as well to finance consumer spending and 
government deficits. 


The remaining sectors are the financial intermediaries whose role 
it is to facilitate the flow of funds between the ultimate borrowing 
groups and the ultimate lending groups. This intermediary role, the 
creation of assets and liabilities with little or no gross saving, rep- 
resents the important role intermediaries take on. It is somewhat diffi- 
cult to classify the social security system in the same way as the other 
sectors since it has features which are common both to ultimate lenders 
as well as to a financial institution which holds personal savings and 
invests the funds. 
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The transfer of funds implicit in the financing of government 
spending and consumer spending is performed within the capital market, 
which in fact is not a single homogeneous market, but encompasses a num- 
ber of interrelated financial markets. Thus in this section of the study 
we consider the bond market, the equity market, and the mortgage market, 
since in each of these markets various financial assets and liabilites 
are traded. 


The transfer process involves the creation of legal documents which 
set out the terms of the transfer. These documents become the financial 
instruments and claims that are traded in the capital market. A typical 
capital market transaction involves the exchange of money (a key finan- 
cial asset) for other kinds of assets such as common stocks, preferred 
stocks, bonds, mortgages, debentures, short-term notes, and deposit cer- 
tificates. The borrower creates one or more of these types of claims 
as a liability against itself and then sells it to a lender. 


Turning to the figures in Table 20, one observes that the net in- 
crease in total financial assets in 1977 was $95.6 billion, or nearly 
twice as large as the dollar volume of domestic savings, and almost four 
times as large as the value of net lending. The private financial in- 
stitutions (banks, near banks, insurance companies, pension funds, and 
sales finance and consumer loan companies), accounted for one-third of 
the net increase in financial assets. But the role of private institu- 
tions is much greater than this since the liabilities they create con- 
stitute a significant proportion of the financial assets obtained by 
other sectors. 


The role of term conversion by the financial institutions is cru- 
cial in facilitating the transfer of funds. Savers (or the suppliers of 
funds) often prefer to purchase financial claims which are short-term, 
liguid, and offer a low degree of risk. Borrowers, on the other hand, 
tend to prefer to issue long-term debt, such as mortgages and bonds. 
The differences in the maturity term requirements of the borrowers and 
lenders are bridged by the financial intermediaries. The bulk of the 
liabilities of the intermediaries is short-term, such as deposits and 
term certificates at the banks and trust companies; whereas a large 
proportion of the assets of these institutions is long-term, such as 
business loans, mortgages, and bonds. 


The financial institutions profit from their intermediary role 
because they are able to obtain funds from savers at a lower rate than 
direct lenders, by offering them a less risky and more liquid security. 
Institutions are able to borrow on favourable terms and invest the funds 
by pooling them so as to diversify the risk. Moreover, intermediaries 
often specialize in the direction of certain industries or asset- 
liability categories. Thus the role of financial institutions is not 


restricted to the matching of terms and yields between the ultimate 
savers and borrowers. 
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As the process of financial intermediation has matured in Canada, 
each new institution that has evolved has provided a specialized service 
to meet the needs of a specific market. For example, through their bor- 
rowing and lending activities, chartered banks have provided a medium of 
exchange to facilitate the growth of domestic trade and other commercial 
ventures; life insurance companies have offered financial protection as 
their major service; mortgage loan companies have organized to meet the 
rapidly developing demand for long-term credit required for the purchase 
of houses and small businesses: credit unions and caisses populaires 
populaires have been created to provide satisfactory borrowing and 
Savings facilities for low income individuals; and sales finance and 
consumer loan companies have entered into the consumer loan market to 
bridge the gap between credit unions and banks. 


It has only been in the post-war period, and especially since the 
early 1960s, that vigorous competition has grown among the various types 
of financial institutions. This direct competition has manifested it- 
self in a sharp increase in the number of financial instruments availa- 
ble to savers (such as trust company certificates and certificates of 
deposit), a narrowing in the gap between the return on assets and the 
cost of liabilities for these institutions, and a greater degree of sen- 
Sitivity of interest yields on thrift instruments in response to general 
market changes. 


The increased competition after 1967, together with the possibility 
of a new environment after 1979 or 1980, ironically will result in less 
Specialization in the future. The specialty shop nature of financial 
institutions will continue to give way more rapidly to the department 
Store type of institution. Indeed, the pace of this development during 
the 1980s and the 1990s is expected to increase sharply. 


A detailed review of the personal sector (an ultimate lender) and 
the principal financial intermediaries including pension funds and so- 
cial security funds is provided in Tables 21 to 27. The personal sec- 
tor, including unincorporated business, was a net lender in 197 7in the 
amount of $10.4 billion. More specifically, its net increase in fi- 
nancial assets was in excess of its net increase of liabilities by the 
$10.4 billion figure. The bulk of the increase in personal assets was 
in bank deposits, mortgages, bonds, life insurance, and pensions. 
Mortgage debt represented nearly 70 per cent of the increase in personal 
liabilities in 1977, with consumer debt and various other loans account- 
ing for the rest of the liability increases for the personal sector (see 
Table 21). 


It was noted earlier that non-financial corporations are a princi- 
pal borrowing sector in the economy. This business sector increases its 
liabilities by the issuance of equity, bonds or via direct borrowing. 
The business sector expands its financial assets mainly through in- 
creases in the volume of trade credit and claims on associated enter- 
prises or firms (see Table 22). 
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Another principal borrowing group in 1977 was the federal govern- 
ment. Its liabilities increased through the issuance of government bonds 
(including Canada Savings Bonds) and shorter-term treasury bills. The 
federal government increased its asset holdings, principally through its 
deposits at the chartered banks and at the Bank of Canada, and via loans 
to the private sector (see Table 23). 


Banks, near-banks, insurance companies, and private pension funds 
largely play an intermediary role, since their combined net loans (or 
borrowings) are small in absolute terms. Institutional practices, as 
well as the legal and regulatory framework in Canada, determine their 
mix of assets and liabilities. The principal liability items for the 
chartered banks and the near-banks are deposits. The principal assets 
of the banking and near-banking sectors are consumer loans, mortgages, 
bonds, and stocks. Included under the umbrella definition of near-banks 
are the Quebec Savings Banks, credit unions and caisses populaires, 
trust companies, and mortgage loan companies. Insurance companies and 
pension funds include life insurance companies, fraternal benefit 
societies, and trusteed pension funds (see Tables 24 and 25). 


The life insurance companies and the trusteed pension funds were 
net borrowers in 1977. Their principal liabilities were pension-related 
liability payments and life insurance. Their assets are distributed 
primarily towards Canadian holdings of mortgages, bonds, and stocks. 
Trusteed pension fund assets totalled $24.7 billion (at market value) in 
1976. Private pension funds held 46.4 per cent of their assets in bonds, 
24.7 per cent of their assets in stocks, and 3.5 per cent of their as- 
sets in mortgages in 1976 (see Tables 26 and 28). 


Lastly, the figures in Table 27 deal with Canada's social security 
system. It should be noted that these figures relate basically to 
changes in assets and liabilities. Thus the figures refer to CPP and 
QPP, even though, in fact, Canada's social security system includes OAS 
and GIS as well. The social security system has been a net lender since 
its inception, and net lending in 1977 amounted to $2.2 billion. Most of 
the funds were invested in provincial government bonds ($1.6 billion), 
while $608 million were loaned to associated government enterprises. 


Mortgage finance increased in total value by $16.9 billion in 1977 
over 1976 levels, as banks, life insurance companies, near-banks, and 
the trusteed pension funds took up the bulk of new mortgage finance (see 
Table 29). In 1977, $18.7 billion worth of new bonds were issued, of 
which over $14 billion were federal, provincial, and municipal bonds. 
Bonds were sold to the major financial intermediaries, the rest of the 
world, and the personal sector in 1977. But a key point to note is that 
the federal social security plan purchased $1.6 billion in provincial 
government debt in 1977. Indeed, the social security system stood sec- 


ond only to the external sector in terms of provincial government bond 
financing in that year. 
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Canada's outstanding consumer credit balances reached $32.4 billion 
by the middle of 1978, with chartered banks supplying the bulk of these 
funds. Indeed, the 1967 Bank Act provided the Canadian chartered banks 
with significant flexibility in the personal lending area, and the bank 
share of total consumer credit nearly doubled over the past ten years. 
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Table 21 


Persons and Unincorporated Business: 


Liabilities: 1975-1977 


Gross saving 
Capital consumption allowances 
Net saving 
Net lending or borrowing 
Net increase in financial assets 
Currency and deposits 
Mortgages 
Bonds 
Stocks 
Life insurance and pensions 
Net increase in liabilities 
Consumer credit 
Trade credit 
Bank loans 
Other loans 
Mortgages 


O75 


17,538 
5,498 
12,040 
Sreo5 
22720 
12,468 
217, 
3,241 
-474 
5,114 
13,730 
Brcol 
1,188 
830 
134 
8,292 


Changes in Selected Assets and 


1976 1977 
(Millions of dollars) 

LOT AGT 2A T2 
6pLl9 6,824 
137,036 14,948 
8,898 10,390 
26 , 266 S160 
16,246 LITA 
27347 3,634 
220 2roL3 
-616 -1,148 
6,176 6,844 
19,747 25-71 Gr 
Syptsioyll 3,344 
1,496 L827 
27523 27034 
390 470 
11,475 16,060 


Source Statistics Canada, Financial Flow Accounts —- First Quarter 1978, 


Cat. 13-002, Table 2-1. 
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Table 22 


Non-financial Corporations: Changes in Selected Assets and Liabilities: 
1975-1977 


1975 1976 1977 
(Millions of dollars) 
Gross saving Ne lis, Up nie 17,906 
Capital consumption allowances 9,168 10,402 LD 550 
Net saving 32957 5,708 6,356 
Net lending or borrowing —3,285 -4,504 =2 ,823 
Net increase in financial assets 6,559 5,610 cera i eal 
Currency and deposits 37a ys 261 
Trade credit 37159 2,216 3,446 
Mortgages vi, 79 67 
Bonds 126 —55 —20 
Stocks —29 23 25 
Claims on associated enterprises 1,194 17452 268 
Net increase in liabilities 10,608 10,891 12,248 
Trade payable 27025 Na nhey) IF 758 
Loans 3,345 3,690 3,019 
Bonds Dae PENED 2,079 
Stocks 960 993 2230 


pe Gs pee oo nn ee ——————e—eeeeeeee 
Source Statistics Canada, Financial Flow Accounts — First Quarter 1978, 
ee NC COUR IES C Ue h Cerio; 

Cat. 13-002, Table 2-2. 


Table 23 
Federal Government: Changes in Selected Assets and Liabilities: 1975- 
1977 


1975 1976 1977 
(Millions of dollars) 
Gross saving —2,677 —2,043 -6,187 
Capital consumption allowances 438 499 Sa 
Net saving io ¥  U, -2,537 -6,758 
Net lending or borrowing —3,909 -3,256 -7,443 
Net increase in financial assets e027 1,545 1,349 
Currency and deposits ~752 —823 O50 
Other loans 518 385 620 
Claims on associated enterprises 093 29379 237 
Net increase in liabilities 4,651 4,298 7,935 
Treasury bills 570 1,645 2,470 
Bonds 3,416 2,543 5,684 


Source Statistics Canada, Financial Flow Accounts — First Quarter 1978, 
Cat. 13-002, Table 2-32. 
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Table 24 
Chartered Banks: Changes in Selected Assets and Liabilities: 1975-1977 


Se 


1975 1976 1977 
(Millions of dollars) 
Gross saving 575 563 683 
Capital consumption allowances 80 88 eZ, 
Net saving 495 475 SE 
Net lending or borrowing 389 365 491 
Net increase in financial assets 8,542 L577 26 14,743 
Consumer credit 27358 3,002 27554 
Other bank loans 4,872 7,094 4,921 
Mortgages 1 ODE 1,346 2,630 
Bonds 451 588 1,065 
Stocks 623 
Other assets 
Net increase in liabilities 8,221 153437 147238 
Currency and deposits Tee 15,050 13,899 
Bonds -8 23 18 
Stocks 179 Ley 92 


Rol Me, ORT ONG A a eee 
Source Statistics Canada, Financial Flow Accounts —- First Quarter 1978, 
Cat. 13-002, Table 2-12. 


Table 25 
Near-Banks: Changes in Selected Assets and Liabilities, 1975-1977 


1975 1976 LOTe 
(Millions of dollars) 

Gross saving 126 142 180 
Capital consumption allowances 13 2 13 
Net saving 3 129 167 
Net lending or borrowing 57 Da 46 
Net increase in financial assets 5,789 7,681 9,343 
Consumer credit 545 742 701 
Other loans 198 461 20 
Mortgages S119 57053 493 
Bonds 450 254 2235 
Stocks 83 93 374 
Currency and deposits 522 563 519 
Net increase in liabilities SyevAl) 7,650 9,296 
Currency and deposits ye 6,620 Byi219 
Bonds 128 337, 209 
Stocks 128 Gy 197 
Loans Ly aS 298 


Source Statistics Canada, Financial Flow Accounts - First Quarter 1978, 
Cat. 13-002, Table 2-13. 
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Table 26 


Insurance Companies and Pension Funds: Changes in Selected Assets and 
Liabilities: 1975-1977 


1975 1976 1977 
(Millions of dollars) 
Gross saving 32 35 36 
Capital consumption allowances I: 23 24 
Net saving 9 12 iy, 
Net lending or borrowing -93 -130 -74 
Net increase in financial assets 5,043 6,070 6,756 
Mortgages 1,308 EAT as. 2,035 
Bonds 2,656 2,678 sla 2 
Stocks 655 964 506 
Foreign investments 150 185 53 
Net increase in liabilities 5,136 5,200 6,830 
Life insurance and pensions 5,136 5,200 6,830 


Source Statistics Canada, Financial Flow Accounts - First Quarter 1978, 
Cat. 13-002, Table 2-8. 
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Table 27 
Social Security Funds: Changes in Selected Assets and Liabilities: 
1975-1977 


a 


1975 1976 1977 
(Millions of dollars) 
Total social security funds 


Gross saving 27003 2 phoo 22 5S 
Net saving 2,003 2, es JLo 
Net lending or borrowing 27003 2,183 27 2Do 
Net financial investment 2,003 2eLe3 27258 
Net increase in financial assets 2,003 2,183 27200 
Bonds 1,400 2 A Npie RS] 1,654 
Government of Canada bonds 10 da). cle! 
Provincial Government bonds psi) 1,508 1,643 
Claims on associated enterprises: 
Government 582 643 630 
Other financial assets Poa ou —26 


Federal social security funds 


Gross saving 1,473 A562 IGS 
Net saving A473 i562 L675 
Net lending or borrowing 1,473 WAG? JO TES: 
Net financial investment 14/3 1562 1-6/5 
Net increase in financial assets 1,473 Py, 562 L615 
Bonds 1,400 159 1,654 
Government of Canada bonds 10 ie 2 
Provincial Government bonds 1,390 508 1,643 
Claims on associated enterprises: 
Government 73 42 22 
Other financial assets 1 -l 


Provincial social security funds 


Gross saving 530 621 583 
Net saving 530 621 583 
Net lending or borrowing 530 621 583 
Net financial investment 530 621 583 
Net increase in financial assets 530 621 583 
Claims on associated enterprises: 
Government 509 601 608 
Other financial assets au 20 —25 


Source Statistics Canada, Financial Flow Accounts - First Quarter 1978, 
Cat. 13-002, Table 2-37. 
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Table 29 
Financing the Mortgage Market in 1977 


Millions of Per cent 
dollars Distribution 
Total change in liabilities 16,899 
Persons and unincorporated business 16,060 
Non-financial private corporations 649 
Sources of financing 
Persons and unincorporated business 3,634 215 
Chartered banks 27030 LA: 
Near banks 6,503 — 3865 
Life insurance companies L197 Was 
Trusteed pension plans 829 4.9 
Other 2,106 265 


Source: Statistics Canada, Financial Flow Accounts, First Quarter 1978, 
Cat. 13-002. 
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Table 32 


Relative Distribution of Consumer Credit Balances by Major Holders - End 
of Period: Selected Years 1967-1978 


LOGIE S1S7OR Neo 731978 
OL GLU EL So 


(Per cent) 
Chartered banks OA ate 3929 RSS EG6St/ 
Sales finance and consumer loan companies 2350 Maes Ae Alo e5 8.3 
Life insurance companies 546 6.5 520 559 
Quebec savings banks 220 2. 2 23 
Retail dealers 9.0 74 6.5 4.4 
Trust and mortgage loan companies aS) L8 
Credit unions and caisse populaires Los al eee Sg ele 
Retail dealers On, 8.8 1.3 See 


Source Bank of Canada, Monthly Review, February, 1979. 


8. THE DISTRIBUTION OF TOTAL FINANCIAL ASSETS: 1967-1977 


The figures set out in the preceding section refer to changes in 
the stocks of assets and liabilities for the thirteen principal sectors 
of the economy. The same Statistics Canada sources compile statistics on 
year-end asset holdings for the major sectors, thus providing another 
reference point for the growth of financial Institutions, anda tore the 
Change in the liability and asset positions of the principal lenders and 
borrowers. The latest flow of fund figures available on the stock of 
assets were for calendar year 1976, though we were able to update the 
figures on the basis of more recent flow of funds data. 


According to the figures in Table 33 the stock of total financial 
assets at the end of 1977 totalled $898.9 billion. The private financial 
intermediaries - the banks, near-banks, insurance companies, pension 
funds, mortgage companies, etc., — held about $273 billion in assets, 
the social security fund about $17.2 billion in assets, while the exter- 
nal sector held about $104 billion in assets. As Statistics Canada 
notes, the compilation of these aggregate and sector asset figures is 
derived mainly from book valuation estimates, even though market valua- 
tion provides a superior measure. 


As the data in Table 34 suggest, the growth in the aggregate of 
total financial assets has been remarkably similar to that of Canada's 
nominal GNP since 1961. But there have been some striking differences 
in growth rates for various sectors. The assets of social security 
funds, banks, near-banks, and non-financial government enterprises have 
recorded growth rates in excess of Canada's nominal GNP. 


At this point it is important to consider the issue of whether or 


not there should be a consistent relationship between the growth of 
total financial assets and the growth of Canada's GNP. Indeed, what an 
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empirical elasticity of unity seems to imply is that the financial in- 
termediation process has been relatively constant, though underlying 
shifts have occurred among financial sectors. While there is no theo- 
retical formulation for explaining this apparent constant relationship - 
that is, that total financial intermediation should remain constant - 
the observation forms a necessary starting point for the projections 
which are made in this study. The historical elasticity figures which 
are recorded in Table 34 for the total financial system, and for the 
major sectors, Simply relate the percentage change in a group's assets 
to the percentage change in nominal GNP. The year 1967 was chosen as a 
starting point for the comparisons, since that year ushered in a signif- 
icant change in the Canadian Bank Act which had major implications for 
financial asset competition among the financial institutions. 


The data in Table 35 set out the Canadian dollar assets of the 
principal financial institutions in Canada. The chartered banks, of 
course, loom large in this review of financial intermediation, since 
their Canadian dollar assets account for about 46 per cent of total 
financial institution assets. Under the umbrella of the Bank Act, ex- 
pected to be passed in 1980, the banks and near-banks are expected to 
grow more similar in their asset and liability mix, as the department 
store concept for financial institutions is expected to dominate in the 
future. In essence, the new Bank Act will further break down the 
specialization barriers that exist among institutions which accept 
deposits. 


The figures in Table 36 also reveal a close correspondence between 
the growth of the Canadian dollar assets of financial institutions and 
the growth of Canada's GNP. Thus, between 1967 and 1978, Canada's nomi- 
nal GNP rose at an average annual rate of 12.1 per cent, while the col- 
lection of financial assets increased at a rate of 13.1 per cent. But 
the distribution of private financial assets between 1967 and 1978 has 
shifted in favour of the banks and near-banks and away from the contrac 
tual savings sector of the economy and the sales finance and consumer 
loan companies. This shift in distribution of private financial assets 
can be detected in the figures in Table 36. 


Between 1967 and 1978, banks and near-banks (with the exception of 
Quebec Savings Banks) grew more rapidly than the financial system as a 
whole, and thus increased their share of total financial assets rather 
dramatically. For example, the banks' share rose by 6 percentage points, 
trust and mortgage loan companies 1.75 percentage points, and credit 
unions and caisses populaires 2.7 percentage points. On the other hand, 
the life insurance companies, sales finance companies, and consumer loan 
companies all experienced declines in their share of outstanding finan- 
cial assets - though it was the life insurance companies which experi- 
enced the most dramatic relative deterioration in assets. Trusteed pen- 
sion funds held 13.2 per cent of financial intermediary assets in 1978, 
virtually unchanged from the 1967 level. 
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The asset growth figures in Table 36 mask to some degree the fact 
that the chartered banks, which held a dominant position in 1967, 
greatly enhanced their business Opportunities by 1978 and experienced a 
$96 billion rise in total Canadian dollar assets over this period (ap- 
proximately 50 per cent of the total increase in financial assets). 
Several positive factors occurred between 1967 and the late 1970s to 
generate this rapid expansion of banking activity: 


- an accelerated growth rate in the money supply; 


- severe housing inflation and periods of strong housing demand 
coinciding with the 1967 Bank Act Changes which allowed the 
banks to expand vigorously in the mortgage market; and 


- a strong increase in nominal consumer spending which coincided 
with the new bank flexibility to manipulate deposit rates and 
consumer lending rates. 


The near-banks (trust companies, mortgage loan companies, credit 
unions, etc.) also benefited from the relatively strong economy which 
created a buoyant housing and consumer goods market over that period. 
Additionally, however, the banks gained because accelerating inflation 
appeared to increase their competitive edge in attracting funds from the 
life insurance companies, sales finance companies, and consumer loan 
firms. Even though sales finance companies and the consumer loan compan- 
les were tuned in to the strong consumer credit demand between 1967 and 
1976, the more aggressive competition from banks and credit unions con- 
tributed to their relatively slow growth of assets. 
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Table 36 


Growth and Distribution of Canadian Dollar Assets of Major Financial 
Intermediaries: 1967-1978 


Average annual 


growth in Distribution 
assets of assets 
Financial institution 1967-1978 1967 LoS 
(Per cent) 
Banks 15¢3 40.5 46.4 
Near-banks 
Trust companies and mortgage 
loan companies TOs. doth y! 14.2 
Credit unions and caisses 
populaires 18.6 5.4 8.4 
Quebec savings banks 10.0 Als) 76 
Contractual savings 
Life insurance companies 8.3 21.6 t2,4 
Trusteed pension funds 14.1 1340 wok \ ys 
Sales finance companies and 
consumer loan companies 9.6 es 4.7 
Total Leg I2.L) (ap 8 L0020(b), LOOFOtE) 


a Average annual growth rate for nominal GNP, 1967 to 1978. 
b May not sum to 100.0 per cent because of rounding. 


Source See Table 35. 
9. CAPITAL MARKET PROJECTIONS: THE 1980s 
a) Demard for Funds 


The previous two sections of this report outlined the role of fi- 
nancial institutions in the intermediation process between savers (len- 
ders) and investors (borrowers). As the discussion and data in section 
7 demonstrated, four of the five major non-financial groups (i.e., indi- 
viduals and unincorporated business, corporations, government, and the 
foreign sector) can be regarded as both lenders and borrowers. That is, 
within each of these groups there are separate borrowing and lending en- 
tities, some of which are accumulating financial assets while others are 
issuing financial liabilities. In this section of the report we will 
focus on the future borrowing requirements of these groups and the mix 
of financial liabilities that will be issued to support the demands. 


Prior to setting out a forecast of aggregate borrowing demands and 
the distribution of financial liabilities, it is useful to consider the 
course of such financial developments since 1961. Table 37 records the 
dollar value of total financial liabilities (assets) for the years 1961, 
1967, 1973, and 1976. In addition, the total dollar value and distribu- 
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tion of the principal financial liabilities of the four non-financial 
groups are included in this table. Two key developments stand out in 
the data. Over the period 1961 to 1976, consumer credit, bank loans, 
and mortgages have each increased as a proportion of total financial 
liabilities. On the other hand, the bonds' and equities' shares have 
declined steadily. 


One additional observation on these statistics is that among bonds, 
the provincial share has increased not only in relation to total bond 
liabilities but also to total financial liabilities. These trends may 
directly reflect large-scale public utility investments financed by the 
provincial governments or indirectly rising demands for expenditures by 
provincial governments in the health, education, and social assistance 
areas. Clearly the availability of funds from the CPP/QPP eased the 
financial borrowing constraint on the provinces, permitting them to be 
more willing to meet such increasing demands. 


The critical question for this study is whether these financial 
developments will continue in the 1980s. ‘The answer is both yes and no. 
In order to demonstrate which trends will continue and which ones may 
reverse, it is necessary to draw upon materials presented above in sec- 
tions 1 to 4 and 6 of the study. Starting with the consumer sector (in- 
dividuals and unincorporated business) one notes that two critical fac- 
tors have been at work. Over the past fifteen years the share of GNP 
accounted for by total consumer expenditures has risen only marginally, 
although among consumer items, expenditures on durables have increased 
sharply. And financing of consumer expenditures occurs most frequently 
for durables and semi-durable commodities. The other key factor stems 
from the demographic projections for the next decade. As was illustrated 
elsewhere, Canada can expect its population to become noticeably older 
in the 1980s, with the age group 30 to 49 displaying the most rapid rate 
of growth over the period 1978 to 1990. It is within this age group 
that spending on durables and semi-durables represents the largest pro- 
portion of total expenditures. 


The latter demographic fact implies that the observed trend of an 
increasing proportion of total consumer expenditures to GNP being 
accounted for by spending on durables (and to a lesser extent semi- 
durables) is likely to continue in the 1980s. Indeed, the authors 
project the aggregate demand distribution for 1985 and 1990 as set out 
in Table 18. 


In light of our expectations with regard to the growth and distri- 
bution of consumer spending to 1990, one can project a continuation of 
the past increases in the consumer credit share of total financial lia- 
bilities. But the upward trend will moderate somewhat because the pro- 
portion of durables and semi-durables expenditures financed externally 
will decline. Earlier in this study it was noted that the personal sav- 
ings rate in 1978 was close to its record high attained in 1975, and 
with some expected moderation in the rate of inflation, the personal 
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Savings rate may trend lower, thus providing resources to finance con- 
Sumer expenditures. Consequently, we expect consumer credit outstanding 
to comprise about 3.7 and 3.8 per cent of total financial liabilities in 
1985 and 1990 respectively. These ratios compare to a 3.4 per cent share 
in 1976 and 2.5 per cent in 1961 (see Table 37). 


In section 3 of this study the prospects for the housing market to 
1990 were reviewed. The main trends in this area indicate little if any 
real growth in the level of expenditures in residential construction to 
1985, and negative real growth between 1985 and 1990. Indeed, the share 
of residential construction to total GNP should decline continually over 
the period 1978 to 1990 (see Table 18). The real growth trends should 
result in lower relative demands for mortgage funds. This forecast is 
based partly on the expectation that housing inflation will not outpace 
the overall rate of inflation, let alone exceed it by an amount suffi- 
cient to offset the real growth trends. Thus the figures in Table 37 
highlight a rather sharp reversal from the past when mortgages made up 
an increasing share of total financial liabilities. By 1985, mortgages 
Should acount for 8.5 per cent of aggregate financial liabilities as 
compared to 9.9 per cent in 1976. The ratio is expected to decline 
further to 8 per cent by 1990. 


The attention on asset and liability distribution now shifts to the 
government sector. AS was noted in section 1, we expect that a con- 
tinuation of spending restraint by all levels of government will be a 
distinctive feature of the period up to at least 1985. The desire by 
governments to reduce their budget deficits should in itself result in 
future relative reductions in borrowing demands stemming from this sec- 
tor. In addition, the overbuilding of electrical generating capacity in 
several provinces during the past decade may lead to lower real expan—- 
Sion in future generating facilities by provincially controlled utility 
companies. This should reduce as well the growth of borrowing demands 
from the provincial sector. 


However, fiscal restraint cannot quickly eliminate large government 
deficits. In the absence of significant tax rate increases (such as the 
elimination of indexing of personal income taxes), the continuation of 
double-digit (in billions of dollars) or near double-digit budget defi- 
cits at the federal level are expected to continue until the early 1980s 
even with continued restraint on spending. 


These various trends imply the following: 


1. At the federal level, large deficits will continue for some 
time, even with a program of restraint. This will result in 
borrowing demands outpacing total demands until 1985, so that 
by 1985 the government of Canada bond share of total financial 
liabilities should approach 4.6 per cent. Beyond 1985, contin- 
ued restraint together with a prospective fuller utilization of 
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the economy's potential capacity should contribute to better 
control of the deficit and relatively lower borrowing demands. 


2. Budget deficits will be more controllable at the provincial 
level. The total borrowing demands of the provinces should 
rise at a lower rate than aggregate borrowing. Thus, the prov- 
incial bond share of total financial liabilities should decline 
from the 6 per cent level in 1976 to 5.5 and 5 per cent by 1985 
and 1990 respectively. 


3. Municipal borrowing needs will tend to parallel those of the 
provincial governments. This study projects a decline in the 
share of municipal liabilities to total liabilities. 


The corporate sector is the final one which is considered in this 
section. In section 2 of this report it was noted that real growth in 
non-residential construction and machinery and equipment is expected to 
be fairly rapid in the 1980s, stimulated by large-scale energy projects 
and the modernization of facilities in the resource industries. Thus, 
private investment growth should exceed the real growth rate of aggre- 
gate GNP at least until 1985. 


As Table 18 indicates, growth in real business investment dominates 
the economy through until the mid-1980s. The main factors explaining 
this trend are already in place - particularly the scheduled energy in- 
vestment projects (see Appendix Table 1). Indeed, with the delays al- 
ready experienced in this area, it is likely that the capital investment 
field will dominate the aggregate demand profile for the second half of 
the 1980s as well. 


The relatively buoyant expectations for the business investment 
sector should translate into relatively large-scale borrowing demands. 
The corporate sector will raise the needed funds by issuing bonds and 
equities and as well by borrowing from the chartered banks. As a result, 
we have projected the shares of other Canadian bonds, equities, and bank 
loans to increase between 1978 and 1990 (see Table 37). 
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Table 37 


Relationship of Selected Financial Assets to Total Assets, Selected 
Years 1961-1977 and Forecasts 1985 and 1990 


1961 1967 1973 1977 
(Millions of dollars) 
Total assets 170,620 289,473 540,198 8037332 
Consumer credit 4,334 8,501 17,484 277431 
Banks loans 6,055 12,666 26,301 44,286 
Mortgages 12,036 24,200 50,887 79,198 
Bonds Bay225 bay Oi 86,524 127-7826 
Government of Canada 16,745 1OF533 257031 34,200 
Provincial 8,179 5, OST 29267 48,245 
Municipal 4,224 ipod. 11,308 15,403 
Other Canadian 8,077 13,286 20,918 29,978 
Equities 20,000 B04 48,523 68,358 


a a eneenpnenetr cee 
Projections 


Selected ratios to total assets 1985 1990 
EG Fatios to total assets 1905 1990 


(Per cent) 
Consumer credit 2d 2.9 B2Z 3.4 Sie 3.8 
Bank loans 25 4.4 4.9 5.5 6.0 6.0 
Mortgages ee 8.4 9.4 O59 375 8.0 
Bonds SASS: 19.1 16.0 15¥97 Vy Sees 
Government of Canada 9.8 6.7 4.6 4.3 4.6 4.0 
Provincial 4.8 oye 5.4 6.0 5.5 5,0 
Municipal Nese. 2.6 Deli 1.9 Hh! les 
Other Canadian 4.7 4.6 329 Ora 359 4.3 
Equities hay) 10.9 9.0 855 8.8 9.0 


Source For the historical data, the source is Statistics Canada, Finan- 
cial Flow Accounts, First Quarter 1978, Cat. 13-002, Table 1-4 
and Financial Flow Accounts, Vol. II, Cat. 13-563. 


b) Supply of Funds 


The four major sources of funds (savings) are individuals and un- 
incorporated business, business enterprises, government including CPP/ 
QPP, and the foreign sector. For the first three groups there are two 
sources Of savings - the excess of their revenues over expenditures (in- 
cluding taxes) and capital consumption allowances. The foreign sector 
is a net supplier of funds whenever the current account is in a deficit 
position, and during the past quarter-century this has been the case in 
Canada in all but two years (1971 and 1972). Generally, the foreign sec- 
tor is a net supplier of long-term funds - direct and portfolio invest- 
ment — and a net recipient of short-term funds (see Table 38). 


Several interesting developments have occurred in the distribution 


of savings during the past fifteen years. The aggregate Savings rate (as 
measured by the investment/GNP ratio which is the exact counterpart to 
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the gross savings/GNP ratio) has not displayed any discernible trend 
over this period. In current dollar terms the savings rate was about 23 
per cent in 1978 as compared to just under 21 per cent in 1962 and 1963. 
However, the composition of aggregate savings has changed dramatically. 
The savings generated by persons and unincorporated business rose stead- 
ily as a proportion of total savings betwen the mid-1960s and the mid- 
1970s. For example, in 1965 this sector accounted for less than 29 per 
cent of total savings and in 1975 for just under 44 per cent. The up- 
ward trend has moderated during the past three years. The increase of 
this sector was entirely the result of higher savings (excess of reve- 
nues over expenditures) rather than capital consumption allowances (see 
Table 38). In turn, the higher personal savings contribution reflected 
a sharp acceleration in the personal savings rate (savings as a propor- 
tion of personal disposable income) between the early and mid-1970s, 
rather than an increase in the personal income-GNP and personal disposa- 
ble income-personal income ratios. Indeed, the increase in the former 
ratio between the mid-1960s and the mid-1970s was offset by the decrease 
in the latter ratio over this same period (see Table 39). 


Government's role as a supplier of savings has declined sharply 
Since 1974. Capital consumption allowances in the government sector as 
a source of savings has remained relatively steady, providing about 6 
per cent of total savings. The government savings component has changed 
Significantly. CPP/QPP contributions to total savings have increased 
Since the inception of these plans in the mid-1960s, although during the 
past few years their share has levelled off. But offsetting the CPP/QPP 
gains have been increasing deficits at all levels of government during 
the 1970s. Thus by 1977, government savings excluding capital consump- 
tion allowances have been negative. 


Business savings' share of total savings has been quite volatile 
Since 1962, fluctuating between 35 and 46 per cent. Downward inventory 
valuation adjustments, particularly since the mid-1960s when inflation 
rates began to accelerate, have been a consistent negative component of 
business savings. The most significant part of business savings has 
been capital consumption allowances (CCA). They have accounted gener- 
ally for 60 per cent or more of total business savings and between 24 
and 31 per cent of aggregate savings. The business CCA share of total 
Savings has dropped sharply since 1971 so that from 1974 onwards the 
share has tended to be below 25 per cent. The acceleration in the in- 
flation rate since 1973 might be partly responsible for this develop- 
ment. Accounting practices, especially for valuing physical capital and 
the appropriate depreciation write-offs, have not adjusted to a more in- 
flationary environment. Hence, capital consumption allowances based on 
historical prices do not adequately reflect the much higher replacement 
values of the capital stock and so are serious underestimates. As in- 
flation rates moderate and recent capital investments begin to represent 
a greater proportion of the existing capital stock, then part of this 
accounting problem will be offset. In addition, the changes in tax 
treatment of depreciation allowances introduced in a recent federal gov- 
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ernment budget should accelerate innovations in inflation accounting, as 
well as contribute to offsetting the recent trend. 


Undistributed corporate profits have fluctuated as a share of gross 
Savings, and the profit share has ranged between 16 and 23 per cent. 
Obviously, undistributed corporate profits contributions parallel the 
movements in profits generally. Thus it is not surprising that the 
profits to savings share reached 23 per cent in 1974 when corporate 
profits climbed to 13.5 per cent of total GNP —- the highest ratio in the 
past quarter of a century. Corporate profits in turn are influenced by 
capacity utilization rates and thus the business cycle. During the 
early stages of an upturn, as capacity utilization rates begin rising 
Sharply, profit margins and aggregate profits also increase signifi- 
cantly. During the latter stages, profit increases are moderated by 
rising wage gains. Similarly, during the early stages of a downturn, 
profits fall sharply as capacity utilization rates fall. 


The foreign sector's net contribution to aggregate savings reflects 
the size of the current account deficit relative to GNP, since foreign 
sector savings are the net capital inflows that finance the current ac- 
count deficit. Since 1974, the current account deficit has remained in 
excess Of $4 billion each year, surpassing the $5 billion mark in 1978. 
Thus it is not surprising that the foreign sector has contributed around 
10 per cent of total savings since 1975, especially since governments 
have been diminishing in importance as a source of savings. 


The future supply of gross savings will be affected by the impact 
of the large devaluation of the Canadian dollar between December 1976 
and December 1978 on future current account balances, the expected lev- 
elling off in the net contributions to the CPP/QPP, and governments! 
push towards balancing budgets. None of these factors in themselves 
should impinge directly on the savings contributions (of persons and 
unincorporated business). They will, of course, have indirect effects. 
For example, the devaluation of the dollar should offset the government 
restraint program's negative impact on the economy. Further, the ab- 
sence of any significant changes in CPP/QPP contribution rates should 
leave the personal disposable income/personal income ratio unaffected. 


Capital consumption allowances for unincorporated businesses and 
individuals should provide an average of between 13 and 14 per cent of 
total savings over the period 1978 to 1990. The net savings component 
Should contribute between 21 and 23 per cent. These shares represent a 
decline from the current levels. This reflects the expectation that the 
personal savings rate should drop below the present 10 per cent rate and 
average between 7 and 8 per cent during the next decade. This decline 
Should not be offset or exacerbated by changes in the personal income- 
GNP and personal disposable income-personal income rates. While the 
former rate increased and the latter decreased during the 1970s, these 
trends are not likely to continue. Indexing of personal income taxes 
has effectively put an end to the latter trend. As for the former, gov- 
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ernment restraint, especially in the area of transfer payments, should 
curtail the upward trend. Moreover, the moderation in inflation and 
interest rates should also serve to reinforce the impact of government 
restraint since rising interest, dividends and miscellaneous investment 
income, and government transfer payments were primarily responsible for 
the increasing share of personal income to GNP (see Table 40). 


In the business sector, changes in the accounting treatment of 
depreciation allowances, together with rapid growth of investment in 
non-residential construction, machinery, and equipment should result in 
Significantly larger contributions by capital consumption allowances to 
total savings. Thus, we would project a share averaging close to 28 per 
cent over the period 1978 to 1985 and between 30 and 32 per cent for the 
period 1985 to 1990. 


Associated with government efforts at restraint is a desire to 
stimulate the private sector and to reallocate economic activity essen- 
tially in that direction. This suggests that tax policies will be fa- 
vourable for corporate profits. Therefore, one would expect the undis- 
tributed profits-total savings ratio to average around 18 to 19 per cent 
during the next decade. In total then, the corporate sector's share of 
total savings, allowing for a negative 2 per cent impact for the inven- 
tory valuation adjustment (the adjustment is negative when prices are 
rising) should average about 44 per cent between 1975 and 1985 and 47 
per cent between 1985 and 1990. 


As for the foreign sector, the prospective impact of the recent 
Canadian dollar devaluation becomes crucial. If the devaluation does 
not dramatically improve Canada's cost competitive position over time 
(there is always the possibility that relatively lower productivity 
growth rates or sharply higher wage gains in Canada can erode the short- 
term cost advantages of a lower dollar) or if increasing natural gas 
sales result in a significant upward move in the international value of 
the Canadian dollar, then the annual current account deficit could con- 
tinue to exceed $4 or $5 billion. Sharply higher deficits are also 
quite probable in this scenario because of the rising costs of servicing 
the large increases in Canada's net international debt registered since 
1974. Hence, deficits in excess of $7 or $8 billion and rising further 
Over time are not unreasonable in this scenario. Therefore, in this 
case we would expect the foreign sector to continue contributing around 
10 per cent to total savings. 


On the other hand, if the positive impact of the devaluation pre- 
dominates over any negative offsets, then the current account deficit 
should decline both in absolute and relative terms during the next dec- 
ade. In this scenario, the foreign sector's contribution to total gross 
Savings should drop to about the 4 to 5 per cent level. In addition, 
the more rapid rates of economic growth that should occur as a result 
between 1978 and 1983, should make it somewhat easier for governments, 
particularly the federal government, to bring their spending more in 
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line with their revenues. In effect, a lower foreign sector contribu- 


tion to gross savings should be compensated for by a higher government 
savings share. 


We now focus our attention on governments' contributions to total 
gross savings. Despite the expectation that spending restraint will 
also affect investment projects by governments and/or their agencies, 
one can nevertheless anticipate that government capital consumption 
allowances will comprise between 5.5 and 6 per cent of total Savings. 
There are two opposing factors that will affect the net savings 
component. 


First, the contribution of CPP/OPP to total Savings should remain 
at about 2.5 per cent until 1985. After 1985, as the CPP fund moves to- 
wards a pure pay-as-you-go system, in the absence of any policy changes 
that would attempt to maintain the CPP as a partly funded system, the 
CPP share of total savings will decline quickly towards zero prior to 
1990. Secondly, the government restraint program is expected to show 
increasing signs of success during the early to mid-1980s. Thus, while 
the total net savings of government, including the CPP/QPP, should re- 
main relatively small until 1981, thereafter some positive growth could 
occur. Consequently, we project that governments' share of total sav- 
ings (including government CCA) should average between 8 and 11 per cent 
over the next decade, assuming only moderate benefits from the devalua- 
tion of the dollar. 


To translate the various projections into specific savings ratio or 
dollar values requires an estimate of the aggregate savings-GNP ratio, 
and in turn a projection of the current dollar value of GNP. In section 
4, we provided an estimate of the expected average annual growth rates 
for nominal GNP. Using the growth rates, we calculate a value for GNP 
of $445.2 billion in 1985 and $685.4 billion in 1990. The aggregate 
gross savings to GNP ratio is estimated by projecting the investment to 
GNP ratio, since it is the numerical counterpart. According to the dis- 
cussion in the previous section, business investment in non-residential 
construction, machinery, and equipment should outpace the growth of ag- 
gregate GNP. However, investment in residential construction and by 
government should keep the aggregate growth rate for total investment in 
line with that for GNP, at least until 1985. Thus the investment GNP 
rate should display little change between 1978 and 1985. 


Combining the projections of the savings-GNP ratios with projec- 
tions of GNP yields the following current dollar estimates for savings: 
1985 - $98.5 billion; 1990 - $150.4 billion. The projections for the 
various sub-components of savings and the above savings totals are com- 
bined to produce absolute dollar values for the sub-components of sav- 
ings. The data are presented in Table 41. 
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c) Asset Growth and Composition 


In this section we focus on the expected growth to 1985 and 1990 of 
selected financial intermediaries - banks, near-banks, other private 
financial institutions and life insurance companies and pension funds - 
under different inflation scenarios. In addition, this section considers 
the relative savings roles of social security funds and the rest of the 
world sector. As discussed in section 7, financial institutions are in- 
termediaries between savers (lenders) and investors (borrowers). These 
institutions obtain funds from savers by issuing their financial liabil- 
ities which generally tend to be short-term. They then lend the funds 
out by purchasing the financial liabilities of borrowers - these liabil- 
ities are generally long-term although higher rates of inflation have 
tended to create pressures to shorten the term of such loans. Social 
security funds and the rest of the world sector also play an intermed- 
lary role at least in terms of transferring funds from one group to 
another group. The social security funds specialize in provincial gov- 
ernment debt, while the rest of the world sector purchases long-term 
private and public sector debt and equity. 


In Table 42 we have set out the estimated holdings of total finan- 
Cial assets of the selected institutions in 1977. In Table 43 we have 
calculated the proportions. Thus in 1977 the banks held financial as- 
sets) of $215.9 billion or 2575 per cent of the total of $454.9 billion: 
Social security funds on the other hand accounted for $17.3 billion or 
3.8 per cent of the total. In these tables we have also recorded the 
projections for 1985 and 1990. For both years there are four sets of 
projections. 


There are high and low inflation projections. The low inflation 
projection is equal to our expected average annual rate of inflation 
less one percentage point for the respective periods 1978 to 1985 and 
1985 to 1990, as reported in section 4 of the study. The high inflation 
projection is equal to the expected rate plus two percentage points. In 
addition, for each inflation projection there are two separate esti- 
mates. The column (a) estimates used the average elasticity of asset to 
GNP growth for the period 1968 to 1977 for each of the institutions. The 
values are presented in Table 42 below. The use of these values implies 
continued relative growth of the banks, near banks, and other private 
financial institutions and continued relative decline for insurance com- 
panies and pension funds and the rest of the world. The column (b) es- 
timates used a constant elasticity of 1.0 for all the institutions. In 
effect, the holdings of financial assets are projected to increase at 
the same rate for all institutions, with the rate of growth equalling 
the rate of growth in nominal GNP adjusted for the low and high infla- 
tion rate assumptions. In all cases, the CPP asset projections were 
taken from Case C internal projections for the CPP provided by the Royal 
Commission on Pensions in Ontario. The OPP assets were assumed to equal 
the same proportion of the CPP assets as was the case in 1977 (see 
Tables 42 and 43). 
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Using all of the above assumptions, we were able to generate the 
remainder of the data in Tables 42 and 43. We note in Table 42 that by 
1985, total financial assets of the selected financial institutions 
could range between $906 billion and $1,173.5 billion. In 1990, total 
financial assets could range between $1,318.3 and $2,045.4 billion. 
These figures compare with estimates for nominal GNP of $495.2 and 
$685.4 billion in 1985 and 1990 respectively, and for aggregate savings 
of $98.5 and $150.4 billion in 1985 and 1990. 


An examination of the data in Table 43 reveals that the relative 
role of the social security funds in the financial intermediation pro- 
cess declines marginally to 1985 and sharply thereafter. The financial 
institutions move in to fill the gap and this reflects as well the de- 
clining importance of provincial government bonds as a proportion of 
total financial liabilities, and the corresponding relative gains of 
credit, bank loans, corporate bonds, and equities (see Table 37 above). 
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10. EXPLAINING DIFFERENCES IN SAVINGS RATES: CANADA AND THE UNITED 
STATES 


Until the early 1970s, any differences between the United States 
and Canada in the manner in which savings were contributed by the var- 
ious sectors of the economy were easily explainable. For example, in 
1966, the proportion of total savings contributed by the personal sector 
was much lower in Canada than in the United States - 17.3 per cent 
versus 26.8 per cent (see Table 44). In the 1960s, the bulk of savings 
in both Canada and the United States was contributed by the business 
sector. 


The government sector - including social security funds - was much 
more important in Canada than in the United States. In 1966, govern- 
ments contributed about 17 per cent of total savings in Canada by run- 
ning surpluses, whereas in the United States all levels of governments 
ran deficits which resulted in a negative contribution of U.S. govern- 
ments to gross savings in 1966. But as the 1970s progressed, sharp 
changes occurred not only in the source of financing between Canada and 
the United States, but also in the personal savings rates as recorded in 
both countries. 


First of all, the personal share of savings (excluding CCA) in 
Canada rose steadily in the 1970s, reaching 31.6 per cent in 1978, while 
the U.S. share in 1977 was actually below its 1966 level. Thus personal 
Savings contributed more to the level of gross savings in Canada than in 
the United States as the decade of the 1970s closed. In Canada, govern- 
ment contributions to savings, which were strongly positive in the mid- 
1960s and even in 1973, became sharply negative thereafter. By the late 
1970s, governments in both Canada and the United States were dissaving 
by about similar relative amounts. Finally, the Canadian personal sav- 
ings rate soared in the 1970s, climbing to 10.9 per cent on two occa- 
sions (1975 and 1978), while in the United States the personal savings 
rate declined and remained quite low in the 1970s. The personal savings 
rate represents the proportion of personal disposable income which the 
personal sector does not spend on goods, services, or transfers. 


We have contacted officials in Statistics Canada to see if there 
are any measurement explanations (Statistical definitional reasons) 
which may account for the sharp upward hike in the Canadian personal 
Savings rate in the 1970s compared to the seemingly low personal savings 
rate in the United States. From our conversations we are satisfied that 
the statistical conventions and practices applied in both countries are 
nearly identical. What is different between the two countries are the 
external factors which affect savings and spending decisions, particu- 
larly institutional arrangements and inflation experiences. 


First some comments on how savings are defined and allocated by 


sector. In both countries, personal savings are defined to include pri- 
vate pension fund contributions, though they exclude employer and em- 
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ployee contributions to social security funds. In Canada such exclu- 


Sions from personal Savings include contributions for CPP, QPP, UIC, and 
government pensions. 


Social security savings in the Canadian context are defined as the 
difference between total revenues for the Cpp and QPP less total social 
Security expenditures. Social security savings, according to Statistics 
Canada's National Accounts, have accounted for between some 26 per cent 
and more than 100 per cent of the amount of total government savings 
Since 1966. In the latter part of the 1970s social security savings 
have been over $2 billion per annum, while in 1978 the recorded total 
flow of government dissavings, including the social security system, was 
$4.3 billion. Thus while in 1978 social security savings as a propor- 
tion of government savings were in fact in excess of 100 per cent, they 
represented only 4.5 per cent of total Canadian gross savings in that 
year. 


In summary, saving by Canadian governments in the late 1970s con- 
tributed negatively to the total pool of gross savings, but government 
deficits would indeed have been far worse were it not for the fact that 
the social security system in Canada became an important source of sav- 
ings for the economy. 


In the United States, the statistical relationship between gov- 
ernment savings, social security savings, and total gross savings is 
Slightly different. In 1974, the Department of Commerce recorded a $6.1 
billion surplus on the U.S. social insurance fund, while all levels of 
government recorded a $3.2 billion deficit. By 1977, U.S. government 
deficits had climbed to $18.6 billion, while the deficit on social secu- 
rity funds rose to $10.1 billion. Thus the U.S. social insurance fund 
was in deficit in 1977, while Canada's CPP fund is not projected to go 
into deficit until after the mid-1980s. Whether CPP contribution rates 
will or should rise to halt the potential fund deficits is important. 
In any event, if the CPP becomes a pure pay-as-you-go system — such as 
the Royal Commission projections for fund C (which has the fund stabi- 
lizing at $36.1 billion in 1991) - this implies that all levels of gov- 
ernment will be recording larger deficits, and the CPP share of total 
gross savings will decline to about zero in the early 1990s. 


Thus in both Canada and the United States all levels of government 
Savings became negative in the second half of the 1970s because of the 
huge deficits associated with their weak economies. But whereas the 
U.S. social security system is generating negative savings in the late 
1970s, the Canadian social security system is still generating positive 
savings. 


There still remains one issue which deserves further attention: 
that is an explanation for the apparent unexpectedly high rise in the 
personal savings rate out of disposable income in Canada in the 1970s. 
It is possible to speculate on a series of factors at work, although the 
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statisticians in Ottawa admit to not fully understanding all the differ- 


ences. 


The following factors appeared to play a role in explaining the 


differences in personal savings behaviour: 


ins 


Contractual private savings in Canada have received in the 
1970s very important incentives which were not provided in a 
similar way in the United States - in particular, the Canadian 
incentives to save via deferred tax instruments such as RRSPS 
and RHOSPs. 


Farm sector savings are included in the definition of personal 
savings in both countries. For some reason, Canada's agricul- 
tural sector and its agricultural-oriented provinces recorded 
very heavy personal savings rates in the 1970s. Farm inventor- 
ies, which are also counted as an income flow, are also defined 
as contributions to savings. Since the farm sector is rela- 
tively larger in Canada than in the United States, this may 
have had an effect of increasing Canada's personal savings rate 
above the U.S. level in the 1970s because of agriculture- 
related developments. 


In the 1970s, medical services largely shifted from private to 
public financing. Thus for many families in Canada, their re- 
corded medical care costs, which for the 1960s (and in the 
United States) appear primarily as personal expenditures on 
services, seemed lower in the 1970s. That is, Statistics 
Canada in their surveys now record primarily the provincial 
insurance costs premium as medical care expenditures, rather 
than the potentially much heavier private sector payments which 
would have been made for medical care in the absence of 
provincially-run plans. Obviously, the United States does not 
have a government-managed medical insurance care plan and this 
fact in itself would have resulted in an apparent decrease in 
personal expenditures for medical payments in Canada relative 
to the United States - or alternatively, a rise in the personal 
savings rate in Canada compared with the United States. Once 
again Statistics Canada officials were unable to pinpoint exact 
impacts on the personal savings rate of the publicly-run medi- 
cal care insurance plans. (1) 


Our conversations with officials in Statistics Canada suggest that 
there is much research yet required in this area of explaining the dif- 
ferences in personal savings rates between Canada and the United States. 


To summarize, it would appear that the financing of medical care 
and the additional contractual savings advantages provided through tax 
incentives in Canada may account for some of the difference in the way 
the personal savings rate has moved in Canada compared with the United 


States. 


But there is possibly one additional effect which is important. 
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There appears to be a relationship, and one which is not easily under- 
Stood, between personal savings behaviour and inflation. 


For much of the 1970s, Canada's inflation performance was worse 
than that of the United States, and some observers would argue that this 
difference has resulted in a higher personal savings rate in Canada as 
compared to that country. Add to that explanation the ability to deduct 
mortgage interest payments in the United States from personal taxable 
income, and one may see that consumer outlays in the United States (ei- 
ther for housing expenditures directly or indirectly for other consumer 
goods) have an added incentive which does not exist in Canada. 


The offical Canadian thrust has been to emphasize savings (RRSPs 
and RHOSPs), while mortgage payment deductibility provides the U.S. 
consumer with a spending thrust. 


Once again, this subject is extremely complex and requires detailed 
research. We have only attempted to identify some of the factors at 
work which may explain why Canada's personal saving rate climbed in the 
1970s, so that by 1978 it stood at nearly double the rate registered in 
the United States. 
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Table 46 
Social Security Savings in Canada, 1968-1978 


Social security 


Total Savings as a 
revenues Total Social Total percentage of 
CPP and expenditures security government government 

Year QPP CPP and QPP savings savings savings 

(Millions of dollars) 

1968 1,040 SF 1,003 3,030 33eu 

1969 1,190 T7 eS 4,183 26.6 

1970 Ret, o2/ 134 Ss By 547 35.8 

Logi) 8478 200 W206 2,510 : 50.9 

97 2iee ly. 051, 282 DREW S) 2pDl0 SRS) 

LO Sim LEO 1D 403 1,472 3S oe 38.4 

1974 2,318 538 1,780 6,122 DAS ied, 

ONS eee SU his 2,003 -212 greater than 100 

1976 S2oe SO9n Zelss -43 greater than 100 

EST lip eo ROCO L427, 24259 -1,703 greater than 100 

1978 4,164 1,781 ZyO05 —4,325 greater than 100 


Source Statistics Canada, National Income and Expenditure Accounts, 
Preliminary Release for Fourth Quarter 1978, and First Quarter, 
LOPS 
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NOTES 


(1) 


In a later study, one of the authors investigated this aspect in 
more depth. In 1962 medical care and health costs amounted to 4.5 
per cent of personal disposable income (PDI) in Canada, and 6.1 
per cent in the United States. By 1979 the respective ratios had 
changed to 2.6 per cent of PDI in Canada and 9 per cent of PDI in 
the United States. See Arthur W. Donner, "Canada's Economy in the 
Grip of a U.S. Recession: Outlook 1980-1981," Research Securities 
of Canada Ltd., June 1980. 
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